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PREFACE TO THE ENGLISH EDITION 


J am very conscious of the various shortcomings of this book 
as published in German two years ago. Nevertheless 1 have agreed 
to the publication of an English translation without substantial 
changes from the German original, because I hope that, even 
in the present form, it will be of some use. 

Apart from improvements in detail and statistical researches 
with a view to verifying and applying to concrete cases the general, 
theoretical statements, it seems to me that the theory of inter- 
national trade, as outlined in the following pages, requires further 
development, in two main directions. The theory of imperfect 
competition and the theory of short-run oscillation (business cycle 
theory) must be applied to the problems of international trade. 
Jt will soon be possible to do this in a systematic way, since much 
progress has been made in both fields in recent years. 

With regard to the first ol these questions, there is the litera- 
ture which centres around the two outstanding books, Monopolistic 
Competition by Professor E Chamberlin and Imperfect Com- 
petition by Mrs. Joan Itobinson. In the second field where further 
development is required, it is not so easy to refer to a body of 
accepted theory. But it seems to me that a certain measure of 
agreement as to the nature of the cumulative processes of general 
economic expansion and contraction is gradually beginning to 
emerge. By starting or reversing, accelerating or retarding these 
cumulative processes, changes in the international economic rela- 
tions of a country may give an unexpected and perplexing turn 
to events, not predictable on the basis of a more rigidly static 
analysis. There is certainly a wide field of international economic 
problems which promises a rich crop if tilled with the aid of 
imperfect competition and business cycle theory. The theory of 
commercial policy, in particular, will profit therefrom.^ 

Being occupied by work on a different subject, I have, unfor- 

^ Cf , t.g., G. Lovasy, *' Schutzolle bei unvollkommener Konkurronz ” in 
ZiitBchrift fur Nationaldkonomit, vol. 5 (1934). 
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tunately, had no time to revise the book thoroughly along the 
lines indicated above. I hope, however, to be able to do this 
on a later occasion. 

During the last two years great progress has been made in 
the technique of Protection. Not only have tariffs been piled on 
tariffs and quotas on quotas; not only have the old methods been 
used much more boldly and unhesitatingly than before; but new 
devices have been invented : clearing and compensation agree- 
ments, export and import monopolies, discriminating ewhange 
rates, methods of controlling tourist traffic and expenditure,! stand- 
still agreements and so on, with an infinite number of vari^stions 
in detail. Many interventionist measures, which seemed two years 
ago either technically impossible or so manifestly undesirable as 
to be quite out of the question, are to-day adopted without reluct- 
ance. 1 have tried elsewhere^ to go a little more deeply into 
the details of the new commercial policy. In the present book 
I have confined the discussion for the most part to fundamentals. 
After all, the general principles and the technique of analysis 
have remained unaltered and are just as applicable to the new as 
to the old methods. If one has a firm grasp of these principles, 
it is comparatively easy to apply them to the new techniques of 
Protection. 


Chapters 1-VIlI have been translated by Mr. Alfred Stonier 
(with assistance from Mr. Hugh Gaitskell), and Chapters IX-XXI 
by Mr. Frederic Bonham. In translating they both have, I think, 
improved the original version and eliminated a number of 
inaccuracies. I am also indebted to Mr, Ragnar Nurkse, who has 
read the greater part of the manuscript and proposed many improve- 
ments. 1 have taken this opportunity of revising the whole 
manuscript and making a number of small changes in the text. 
The section on exchange control has been largely rewritten. 

Gottfried v. HABERiiER. 


Gsniya, AuguH, 1935. 

2 lAhtralt und jdanwirtaehaftlick^ HandaUpolitik, Berlin, 1934. 
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{Ahridgei) 

This book aims at a complete and systematic treatment of the 
main problems arising from international economic transactions. 
It attempts, especially, to give a thorough theoretical analysis 
of these problems. ... I have not followed the traditional 
practice of beginning with the ‘ pure ’ theory, treating this as 
the dominating topic and the question of the monetary mechanism 
as subsidiary. On the contrary, I begin at once, in section B 
of Part I, with the exposition of the monetary problems: that is, 
of the mechanism which determines the exchange-value of a 
currency, equalises the balance of payments, and makes possible 
the transfer of unilateral payments. This is followed, in section 
C, by the ‘ pure theory.’ Here 1 have endeavoured to combine 
all the valid and relevant doctrines into a systematic whole. For 
these doctrines are mostly not mutually exclusive, but, on the 
contrary, supplement one another, either covering different parts of 
the field, working on different levels of abstraction, or employing 
different methods of analysis. 

I have also endeavoured to avoid the too common practice of 
placing the theory of international trade and the discussion of 
trade policy in quite separate compartments without any connection 
between the two. Instead, I have tried to apply the theoretical 
analysis to every question arising from trade policy. Indeed, any 
discussion of trade policy which attempts more than a mere account 
of the legal and administrative devices in force, or than a state- 
ment of the criteria by which the various policies should be 
evaluated must inevitably consist in the application of economic 

In the various places where facts have been cited, they have 
been introduced not for their own sake but in order to illustrate 
the argument. The only exception to this is section C of Part II, 
which attempts a systematic account of the various measures which 
have served as iiutruments of trade policy. . 
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Some readers will doubtless be surprised that the policy oi 
Free Trade, which is in glaring contrast to the policy actually 
adopted by nearly every country in the world, should be advocated 
in this book. The universality of Protection inspires an instinctive 
distrust of a theory whose conclusions are nowhere accepted in 
practice. Can a policy which is rejected with such unanimity be 
correct P , 

But this is not an argument. It would be absurd to* expect 
economic science to reverse the verdict of its analysis, based upon 
accepted judgments of value, just because in practice it i^ con- 
sistently ignored. Nobody would dream of asking medical science 
to change its findings just because everybody followed some custom 
which it had pronounced injurious to health. 

Nevertheless it cannot be denied that the principles stated in 
this book as ^ economically correct have hardly ever been com- 
pletely applied. The disagreeable task of having to declare 
current practice misguided, thereby provoking the accusation of 
unfruitful doctriuairism, is one which the present volume shares 
with most scientific writings on international trade. Economists 
are nearly as unanimous in favour of a liberal trade policy as 
are Governments in favour of the contrary. It is true that very 
few writers attempt the hopeless task of proving a priori that no 
case is conceivable in which the * general welfare ’ would be 
promoted by some kind of intervention. Most economists, including 
the present writer, concede that cases are both conceivable and 
liable to occur in practice in which tariffs or other restrictions on 
international trade would be advantageous. At the same time, 
there is fairly general agreement among them that such cases 
are on the whole unimportant, so that a policy of complete Free 
Trade would diverge only slightly from the optimum. The vast 
majority of economists are convinced that the actual trade policies 
of nearly all countries are founded upon the crudest errors and 
have no shadow of justification. Upon this point there is surprising 
agreement of expert opinion not only among liberals but also 
among socialists. 

^ The noeaning of this phrase is discussed in chaps, xiii and xiv. 
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IX 


The fact that nearly all economists unite in condemning Pro- 
tection explains why some of them devote so much ingenuity to 
constructing hypothetical cases in which a tariff might be bene- 
ficial and why economic works give so much space to such cases. 
Exceptions are always more interesting, to the scientific mind, 
than mere illustrations of the general rule. . . . But experience 
has underlined the truth and wisdom of Edgeworth^s judgment : 

As I read it, protection might procure economic advantage in 
certain cases, if there was a Government wise enough to discriminate 
those cases, and strong enough to confine itself to them; but this 
condition is very unlikely to be fulfilled.” 

... I am very grateful to Dr. Erich Schiff, of Vienna, for 
his help with the statistical work. G. H. 

ViBKNA, May, 19H3. 
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INTERNATIONAL TRADE. 

INTRODUCTION. 

§ 1. The Problem of Definition. 


The only really systematic theory of international trade we 
possess is the so-called classical theory, of which practically all 
the component parts were worked out by such early writers as Hume, 
Adam Smith and Ricardo.* It is characterised, on the one hand, 
by the doctrine of ‘ comparative costs and, on the other hand, by 
the principle that prices, exchange rates and money flows provide a 
mechanism which links together the monetary systems of different 
countries and ensures the automatic adjustment of the balance of 
payments. In England the classical theory still holds the field 
and it is accepted by the more theoretically-minded economists in 
the United States.^ In continental countries, however, with the 
partial exception of Italy, it has never found much favour. 
Criticisms have been frequent, but the critics have not succeeded 
in substituting for it anything that deserves to. be called a new 
theory of international trade. Certain details of the classical theory 
have had to be modified, and there has been, of course, much 
interesting statistical and descriptive work. But the only important 
theoretical advance has been the application, notably by Pareto, 
of general equilibrium analysis^ to the problems of international 
trade. The classical doctrine — in particular the theory of compara- 
tive costs — is exhibited as a special case of the more general theory. 

The classical theory starts from the fact that in international 
trade, as in all other economic activities, it is the individual 
economic subject who buys and sells, pays and is paid, grants and 
receives loans, and, in short, carries on the activities which, taken 
as a whole, constitute international trade. It is not, for example, 
Germany and England, but individuals or firms located in Germany 
and England, who carry on trade with one another. The first 
question, therefore, which has to be answered is whether these 
economic activities call for a special theory at all. The mere 


^ O/, the exhaustive bibliography in Angell, Thtory of Ititefnationci Prices 
(1925). 

^ Notably by those ui\der the influence of Professor Taussig. 

^ Cf, “Teoria matamatica dei cambi forestieri,” Giornme dtgli Bconomisti 
(1894), and " Teoria matematica del commercio internazionale,*' Giomdt dtgli 
^con<mi$ti (1896); also Coutb dUconomit politiqut, vol. 2, § § 862-78. 
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fact that a political boundary is involved and that the persons in 
question are nationals of different countries and, perhaps, speak 
different languages, is economically irrelevant. It cannot there- 
fore be taken as the criterion of demarcation between one branch 
of economic theory and another. 

The classical school believed nevertheless that there was a 
fundamental difference between home trade and foreign tr^de. 
They pointed out that labour and capital moved freely from one 
branch of production and from one district to another withii^ a 
single country. Between different countries, on the other hahd, 
mobility was totally, or at any rate to a great extent, lacking. 
In the latter case, complete adjustment (i.e. the establishment of 
the same rate of wages and the same rate of interest everywhere) 
did not take place. Immobility was accepted quite naively by 
the classical school as the criterion of international trade. They 
based their argument upon it without attempting to justify its 
selection on methodological grounds and thus laid themselves open 
to various objections which have been raised from time to time, 
particularly in recent years. 

An obvious criticism, which certainly has some truth in it, 
is that the difference in question can only be one of degree. On 
the one hand, the factors of production are not perfectly mobile 
within national boundaries; on the other hand, large and, indeed, 
enormous movements of the factors of production do sometimes take 
place across these boundaries.^ 

Of course, the classical school did not overlook this fact. Adam 
Smith stressed the importance of emigration, and J. S. Mill 
recognised that capital was becoming steadily more mobile and 
cosmopolitan. Moreover, it is common knowledge that Cairnes 
introduced the conception of * non-competing groups * (i.e. 

sharply defined groups of labour between which there was no free 
movement) and pointed out that where such groups existed within 
a country, the theory of international trade applied to them. 
Professor Taussig, to whom we owe the latest and most carefully 
worked-out version of the classical theory, devotes a good deal 
of space to the imperfect mobility of labour and to the consequent 
differences of wages rates. It can, perhaps, be maintained that 
the classical school and their successors have paid too little attention 
to the significance of these phenomena for the economic development 

^ This point is stressed by Prof, J. H. Wilham.s. “ The Theory of Interaatioiul 
Trade Reconsidered/’ Economic Journal (1929), vol. 39, and by Prof. Ohlin “ 1st 
eine Modernisierurig der Aussenhandelstheorie erforderlich ? WdtwirtBchafUichc* 
Archly (1927), vol. 26, p. 97 ; " Die Beziehung aswischen internationalem Handel 
and internationaler Bewegung von KapiUl und Arbeit/’ Zeitaehrift Hr fJaixomh 
bkonomip (1930), vol. 2, and Interregional and InUtnaiiond Trait (1933), 
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of the modern world. One may speak with Nicholson of a “ lost 
idea " — lost, that is to say, since the days of Adam Smith.® There 
can, however, he no question of a logical error on their part. If 
the mobility of labour® and capital between different countries 
were to increase in the further course of economic development, 
there would be, according to the classical school, no need for a 
separate theory of international trade. For the phenomena which it 
tries to explain would have disappeared and with them the distinc- 
tion between home and foreign trade. But one must be careful to 
distinguish between the empirical question whether the assumptions 
of the classical school apply to any particular epoch, and the logical 
question whether their conclusions follow from those assumptions. 

It has been argued that, even within the bounds of a single 
country, real capital cannot readily be transferred from one line 
of production to another,^ and, further, that the cost of transport- 
ing capital goods from one part of a country to another is some- 
times much greater than from one country to another. But this 
argument is irrelevant, since it refers only to specific capital goods 
alread}^ in existence. For capital theory, however, the criterion 
of perfect mobility is the equality of interest rates. This refers 
to alternative ways of investing liquid or money capital. If the 
cost of transporting capital goods from one place to another is 
high, considerable differences in the price of capital goods will 
probably exist. But, nevertheless, interest rates may very well 
tend to equality. The rate of interest need not be higher in San 
Francisco than in New York, because there is a mountain range 
and a distance of 2500 miles between them. It must, however, 
be granted that, if a country is completely shut off from the rest 
of the world — ^in the sense that there can be neither movements 
of labour nor trade in commodities of any kind — no capital can 
be transferred, even if money as such is able to flow in and out. 
The necessary and sufficient condition is the existence of some 
international trade, even if it consists entirely of consumption 
goods and services {©-g- tourist traflBc) and sufficient flexibility 
to allow an import or export surplus to develop. As will be shown 
later, capital may then move in the shape of increased imports 
or decreased exports of consumption goods, thus releasing factors 
of production for employment in other directions. 

The international mobility of capital is restricted not by trans- 


^ Of. A Prajtct of Empiu (1909), p. 12. ^ r v i 

® In spite of his internationaJism, which was characterialic of the whole c a - 
cal school Ricardo apoke pf the “natural disinclination which every man has to 
qnit the country of his birth . . . These feelings which I should he sorry to see 
weakened — Principlts (ed. McCulloch), p. 77. , 

' This applies particularly to fixed capital, i.e. to buildings and machinery. 
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port costs but by obstacles of an entirely different character. These 
consist in the difficulty of legal redress, political uncertainty, 
ignorance of the prospects of investment in a foreign country, 
imperfection of the banking system, instability of foreign 
currencies, mistrust of the foreigner, &c., &c. 

In actual fact, there is to-day very considerable immobility 
of the factors of production, particularly of labour. Apart from 
the ‘ natural ' obstacles, such as the cost of emigration, ignorance 
of foreign languages, and lack of initiative, nearly all countri^ 
impose restrictions on immigration. Moreover, the War and the 
post-war inflations have seriously restricted the international 
mobility of capital. This is proved by the persistence of large 
discrepancies between the rates of interest in different countries. 
The chief reason is, undoubtedly, that owners of capital have lost 
faith in the political stability of the debtor countries, where rates 
are high. Hence they fear expropriation by a depreciation of the 
exchanges or by exchange restrictions, moratoria, standstill 
agreements, and other devices of the same kind now in vogue. 

Immobility of labour and capital is by no means the only 
possible criterion for defining international trade. Various alterna- 
tive criteria, such as the existence of separate currencies and the 
independent control of monetary policy in different countries have 
been suggested. Each definition of this kind draws attention to 
different phenomena, and we shall have to investigate them all 
in due course; but it is meaningless to inquire which is the 
‘ correct ’ criterion of international trade. 

§ 2. The Political Concei'tuon or Foreign Trade. 

The distinction made by governments betw^een home trade and 
foreign trade is not based on any objective economic criterion, 
but simply on a judgment of value or a rule of law. Home trade 
means simply trade within that area, the prosperity of which 
interests the government in question or is subject to its jurisdiction. 

The line of demarcation between domestic and foreign trade 
generally coincides nowadays with the national frontiers, and 
foreign trade is identified with trade between different countries. 
Of course, this need not be the case. For instance, a British 
statesman may regard trade with Canada as domestic trade. On 
the other hand, it sometimes happens that people living in a 
particular district consider trade with other parts of the same 
country as foreign trade. They may even try, by local tariffs and 
other means, to protect their own district from ‘ foreign com- 
petition.’ 
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The judgments of value, which determine the political distinc- 
tion between home trade and foreign trade, are not based on the 
sort of theoretical criteria which we have been discussing. For a 
Frenchman or for a German, trade between France and Germany 
is foreign trade, whether capital and labour are mobile between 
the two countries or not. It would remain so, even if both countries 
adopted the same currency, though this is unlikely to happen 
because of the attitude (i.e. the judgments of value) of statesmen 
in the two countries. The comparative homogeneity of the economic 
system of one country and its comparative isolation from other 
countries are the effect rather than the cause of the attitude of 
statesmen to the distinction between their own country and the 
outside world. 

It is, at any rate, ambiguous to speak, as some German writers 
have done, of the ‘ unity of the national economy.' One can 
understand by a unified national economy an economy which is 
carried on by a single organisation, the collectivist economy 

of Soviet Eussia. Or one can understand by it a totality of 
separate economies, which are more or less closely connected by 
trade and exchange. This is, obviously, the sense in which one 
speaks of the French or German economy. But one can speak 
in the same sense of the European economy, since the various 
national economies are inter-related and interdependent. The 
difference is only one of degree. One can even speak in this 
sense of the unity of the world economy, though its interdepen- 
dences are not of a very close character. 

Some countries are linked together much more closely than 
others. It would, therefore, be interesting to classify the various 
types of connection from this point of view. Thus, at one end of 
the scale, there are countries which exchange only commodities 
industrial for agricultural products). The interdependence 
between debtor and creditor countries is appreciably closer. Then 
there are countries with a common currency or a common banking- 
system, &c,, Ac. It may be useful to study the consequences of 
these Carious degrees and kinds of relationships, but nothing is 
gained by attempting to draw a sharp line between those relation- 
ships wdiich do and those which do not constitute a single economy. 


It must, finally, be emphasised that, in a deeper philosophical sense, even the 
planned collectivist economy of a conntry or a family can only be gras^d 
individnalistically." Every branch of economics has to do with human actions 


^ This IS the nrinciple of methodological individualism. 

GttammiiUe Aufidltc tur rw«B»cAa/(4/«A«, pp. ^ 

GtttlUchah (1922), chap i. Cf. also Schumpeter, Wtmn und HavptmhaU aer 
tfitoTtiiBchtn Nationaliikoftoff^it (1908). 
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and humaji behavioar.* Other phenomena interest the economist only so 
far as human activity is directed towards them (commodities), or so far as 
they affect human activity (environment). Economic activities are determined on 
and carried out by individual persons in a collectivist no less than in an 
individualist economy. The difference is not that in the latter case economic 
activities are carried on by individuals, and in the former by the community. It 
is merely that they are governed by different motives and considerations — in the 
planned economy by the policy of the central planning authority, in the exchange 
economy chiefly by the desire for money, power or property. 

i 

§ 3. Questions of Exposition. \ 

The theory of international trade has to be regarded as a par- 
ticular application of general economic theory. The theory of 
marginal utility, which interprets and explains the individual's 
economic activity as such, must therefore be applicable to those 
economic activities which, in their totality, constitute international 
trade. The same holds true also of the propositions of price theory 
which follow from the laws of supply and demand.^ We shall, 
therefore, have to make constant use of these general propositions 
applying them to the specific assumptions which characterise inter- 
national trade. How far it is appropriate to assume that the reader 
is already familiar with these propowsitions, and how far it is neces- 
sary to trace their deduction from the corpus of general economic 
theory, is of course a difficult problem of exposition. 

The arrangement of the present work is as follows. Part I deals 
with the various phenomena selected by different authors as the 
criterion of international trade. Section A of Part I is concerned 
with the problems which arise from the fact that different money 
circulates in different countries, and that each country has its own 
central bank and controls its own monetary policy. This 
phenomenon gives rise to the problem of foreign exchange. Closely 
connected with it is the problem of the trade-balance and of the 
mechanism which equalises the balance of total payments and 
renders possible unilateral payments such as the transfer of 
reparations.^ 

Section B of Part I deals with the phenomena which result from 


® The question in what way ecoaoniic activities differ from other human 
activities cannot be discussed here. 

1 The general conditions which determine equilibrium are the same for both 
^»ecies of trade [home or domestic trade and international trade] ; the princit>ai 
difference is that in the case of home trade there are one or tw(» more equations.'* 
Edgewo^h, The pure theory of international values ” in P/iwem rdating to 
Political Ea^nomy (1925), vol, 2, p. 5. 

® We need not. discuss the question whether this problem beloiigi to the theory 
of international trade in the strict sense or not. The fact that one can also speaK 
of a balance of payments between different parts of a single country with only one 
currency and complete mobility of the factors of production, shows that the 
phenomenon in question is by no means confined to the international sphere. 



INTRODUCTION 


9 


the immobility ot labour and capital, i.e. with the theory of com- 
parative cost and all that follows from it. It will have to be shown 
how the theory of comparative cost is based on the general theory 
of economic equilibrium. This section is, therefore, concerned 
with what is usually called the ‘ pure ' theory of international 
trade. 

The method of discussing, first, the monetary problems and 
then the phenomena which * give rise ^ to them, is not the most 
usual.’' But, as will be shown later, the ‘ real ’ factors (or what- 
ever one likes to call the subject matter of ‘ pure theory are in 
no way logically or objectively prior to the monetary phenomena. 
The reversal of the usual order of treatment does not, therefore, 
lead to different results; it is merely an expository device which 
appears to offer certain advantages. 

In Part II the theory of international trade is applied to the 
problems of commercial policy. There more use will have to be 
made of general economic theory than in Part I. For, as already 
explained, the political conception of foreign trade is determined 
not by theoretical criteria but by spheres of economic interest. 
What is foreign trade to the statesman may be home trade from 
the theoretical point of view. In that case only the propositions 
of general economic theory and not those of the theory of inter- 
national trade are applicable to it. 

3 It has, however, been adopted widely of recent years. Of. Prof. Ohlin's 
iniporiant work. InterTtfficmal and International Trade, and among earlier writers 
Nicholson’s Principles of Political Economy. 




PART I . 

A— THE MONETARY THEORY OF 
INTERNATIONAL TRADE. 




CHAPTER I. 
INTRODUCTORY. 


Our problem is to examine on the one hand the factors which 
determine the rates of foreign exchange, i.e,, the exchange ratio 
between the currencies of different countries, and on the other 
hand the mechanism which brings the balance of payments into 
equilibrium. 

It will be best to approach these questions with the help of an 
example. 

Let us imagine a closed economy in static equilibrium. All 
economic processes have been repeating themselves year by year. 
Supply and demand, consumption and production, capital deprecia- 
tion and investment exactly balance one another in every branch of 
industry and each individual firm is itself in static equilibrium. 

Suppose, now, that a political frontier is drawn through the 
middle of this area, so that it no longer forms a single country, but 
two countries' with separate administrative organs. Clearly this 
change creates no new economic problem. From the economic point 
of view, the redistribution and increase of taxation due to the 
reorganisation and partial duplication of the administrative 
machine is the same thing as a redistribution of the burden of 
taxation between taxes and rates. Either one can ignore this 
change altogether, or one can assume that the new static equilibrium 
appropriate to it has already been reached. 

Suppose, next, that each of the new countries decides to have a 
separate currency of its own. A law is passed providing that, 
whereas in one country payments shall continue to be made in 
‘ crowns,’ in the other country the crowns which are in circula- 
tion shall be changed into ‘ dollars ’ at the fixed rate of five 
crowns to one dollar; in the dollar country, debts must hence- 
forward be contracted and payments made in dollars. As a result, 
all prices and all liabilities expressed in money will be divided by 
five.* 

> For the csm of more than two coantriet, cf. chap, ii, | 4. 

* This change in the nnit of money which affects equally and limultaneouuy 
the monetary expression of all transactions, must not he confused with a deprecia- 
tion or appreciation of the currency. The latter is produced by an increase or 
diminution of the amount of money, which leaves the raising or lowing of 
prices to the forces of supply and demand. The transition to the new price-Mvel 
« achieved not at a st^e but step by step. Obligations already contracted 
remain nondnally uohaugad, iriiile the real purchasing power which wiey repre- 
sent diminishes or inoreasse. 
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The new situation, thus created, differs from the preceding one 
only in the fact that every payment from one place to another across 
the political boundary now involves an extra act of exchange. A 
payment from the dollar country to the crown country will require 
an exchange of dollars into crowns, whereas, beforehand, the 
amount was simply made payable in terms of the single currency 
then existing. 

It is clear that, under the assumption of static equilibrium, |ihe 
introduction of a second currency need not in itself produce any 
economic change. No matter where the boundary is drawn, ^ 411 
economic activities will proceed as before. At the rate of exchange 
originally fixed the demand for dollars is equal to their supply, and 
equilibrium will therefore be maintained at this rate. A moment’s 
reflection shows that this must be the case. It has been assumed 
that each individual’s balance of payments is in equilibrium; his 
receipts exactly equal his expenditure over the appropriate period 
of time. This implies that the balance of payments between any 
economic group and the rest of the economy must also be in 
equilibrium; for the external balance of payments of a group is 
merely an aggregate of the balances of payments between members 
of the group and persons outside it.^ 

Of course, this does not imply that the same firms which make 
payments to the foreigner necessarily receive the payments which 
balance them. It only implies that, when an individual A in the 
dollar country pays 100 to the crown country, there must be an 
individual B in the dollar country whether he is identical with 
A or not, who is in receipt of 100 from the crown country. This 
is an obvious corollary of the postulate that every individual 
balance of payments is in equilibrium. 

It is also a matter of indifference whether the debtor or the 
creditor actually changes dollars into crowns. The importer in the 
dollar country normally sells the imported commodity for dollars, 
and the exporter in the crown country pays for his means of pro- 
duction in crowns. The dollars must, therefore, be changed into 
crowns at some point in this chain of transactions. 

In actual fact, the persons who have to make payments abroad^ 
are not normally those who receive from abroad the payments 
which balance them. Indeed, the two groups are not necessarily 

3 It need not be ft territorial boundary at all. On© might afiflum© that all 
red headed men decide to use a special currency for trade with on© another. 

* One speaks, for short, of ' British exports * and ‘ Germany's balance of 
trade * But to analyse these conceptions one must split them up into their com- 
ponent parts, i.€., into the actions of individuals. The “ e 4 ]uality between private 
expenditures and private incomes tends ultimately to produce equality between the 
Mmmercial exports and imports ” (ThomUm, An Enquiry into tkt Nature and 
Fjffeetn of tht Paper Credit of Great Britain (1802), p. 1X8). 
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in direct contact at all. An organisation of some kind is, therefore, 
required to provide a link between them, so that the supply of 
foreign currency can meet the demand for it. 

The simplest method would be a bureau de change prepared to 
exchange on demand crowns for dollars and dollars for crowns at 
the current rate of 5:1. It would have to start with a certain 
amour! of capital to allow for temporary fluctuations, e.g.^ seasonal 
fluctuations due to the harvest. But, under the assumptions made 
hitherto, all fluctuations would in the long run cancel out. 

The modern economic system does, as a matter of fact, contain 
an arrangement of this kind. A sort of clearing market exists 
where foreign debts and claims are cancelled against each other. 
The banks in the various trading countries do business with each 
other, and there is a foreign exchange market where the various 
currencies are bought and sold. Moreover, under the gold standard, 
the central banks act as bureaux de change. 

The means of payment in international transactions are not for 
ihe most part cash, which is only used for small amounts {e>g., by 
travellers abroad), but bills of exchange, cheques and telegraphic 
transfers. The distinction between the various means of payment 
is a legal rather than an economic one ; the technical details need 
not, therefore, concern us.® The illustration, favoured by the 
ordinary textbook, is as follows. The exporter draws a three 
months’ bill on the foreign importer and the latter accepts it, i.c., 
makes a legally binding promise to pay. The exporter then sells 
the bill to someone who is buying or has bought goods from abroad. 
The latter gives it in settlement of his own debt to the foreign firm 
supplying him, which in its turn receives cash for it from the 
original acceptor. But it makes no essential difference whether 
the two payments are made in this way or not. They may just 
ar, well be made by means of a book transaction or by the sale 
and purchase of ready money. It is sufficient to note that there 
are various different means of payment and that these compete 
with one another, thus forming in effect a single market where 
the supply of foreign money confronts the demand for it. 

In the stationary economy postulated above, this market is in 
equilibrium. Our main problem will be to consider what happens 
when equilibrium is disturbed. But, first of all, it is necessary to 
classify the items which make up the balance of payments and 
tbe different senses in which this latter term is used. 

^ 5 All account of them will be found, c.g., in the following works : Goschen, 
ThtiOfv of Portion Exchangtt; article on Foftign Exchange in the Enc^lo- 
P^dio of iht Botidl SmnctB (1931), vol. 6; Flux, Foreign Exchanges ( 1924 ); 
Whitaker, Foreign Exchange (1933), 2nd ed. 
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THE BALANCE OF PAYMENTS. 

§ 1. CliASSIFICATIONT OF IXElfS. 

Before proceeding to the qualitative analysis, let us glanqp at 
the more important of the quantitative computations which l^ve 
been made. 

Since 1922 detailed statistics have been published annually by 
the American Department of Commerce of the balance of payments 
of the United States.® For some years now the Economic Intel- 
ligence Service of the League of Nations has published an extensive 
annual survey of the balance of payments of the more important 
countries/ The most exhaustive investigation of this kind for any 
single country was that conducted by the German ‘ Enquete- 
Ausschvss which based itself on a system of classification worked 
out by the International Chamber of Commerce in Paris. 

(a) The chief item in the balance of payments is the inter- 
national trade in commodities. A comparison of the value of 
imports and exports yields the balance of trade.* The German 
system of classification just mentioned distinguishes on the export 
side the following items : goods exported in the ordinary way, 
ships sold to the foreigner, fish sold at foreign ports, home products 
sold from ships located abroad, international mails carried, 
electricity supplied to foreign countries, and, finally, goods 
smuggled out. Some of these items do not appear in the official 
statistics of foreign trade, which cover only commodities passed 
through the customs. Such items must be computed separately, 
but the classification has no theoretical significance. 

Of much the same type as payments for commodities are pay- 
ments for services. These are appropriately called invisible exports 
and imports. They represent transport services, shipping freights, 
passenger fares, harbour and canal dues, postal, telephone and 

® The Balance of Internationd PaymtnU of the United Statee in (T.LB. 
No. 144), based on Prof. J. H. Williams, ** Balance of Internationa! Payments of 
the United States for the year 1921*’ in the Beviev) of Economic StatieHce (1922). 

7 Memorandum on Bedancee of raymente^ poblishea in Kln gUab and Fnmch. 

8 AusschusB zuf UnUreuchunq der ErteuaunpB' und Abeattbedingunyen ier 
deutachen Wirtechafi: die deute^e ZaMungabilant^ in Verhmdlungen und BsficAi 
des UnttrauBBchuBaeB fiir ollgemeine WirtechaftoBtruktuf (1930). This work hiS 
been^rontinned on the same lines and the resnlto have been published at intervals 
in WiTlBchaft und Statietik, 

• The question whether a passive balance of trade shoold be regarded as an 
unfavourable symptom is not relevant at this staae. 

16 
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telo^raph. faes, comiuercial services (fees and commissions), 
financial services (brokers’ fees, &c.), and services connected with 
the tourist traffic. There is always the risk that some items may be 
counted twice over. Thus, if an imported commodity is re-exported 
at an enhanced price, the difference, even if due to services included 
in ‘ invisible exports,’ will be reflected in the price statistics of 
imports and exports. In such a case therefore it should not be 
counted separately. 

The balance of trade and the balance of services can be grouped 
together under one heading and contrasted with the balance of 
credit. 

(6) The credit balance consists, on the one hand, of the interest 
balance, or balance of payments on capital, and, on the other 
hand, of the capital balance, or balance of payments (and repay- 
ments) of capital. 

The interest balance includes fixed interest on Government, 
municipal and private loans, variable profits and dividends, rents, 
Ac., and perhaps also the yield of patents, copyrights, cartel dues 
and so forth. 

Under the heading of capital balance one should distinguish 
between long term and short term investments. Long term capital 
experts consist in the purchase of shares in foreign undertakings, 
the repurchase of home securities or repayment of loans contracted 
abroad, the purchase of foreign holdings in property located at 
home, Ac., Ac. Short term capital exports include any increase 
in the volume of bank balances held abroad, or in the holdings 
of foreign bills, and any decrease in the volume of commercial 
indebtedness to foreign countries. 

The flow of long term capital is closely connected with the flow 
of short term capital, and changes in the one tend sometimes to be 
compensated by opposite changes in the other, so that only 
fluctuations in both combined affect directly the demand or the 
supply of foreign currency. Thus, if a German firm floats a loan 
of 10 million dollars in New York, it need not mean that the supply 
of dollars and the demand for marks in the foreign exchange 
market are immediately increased by 10 million and by 25 million 
respectively. TYhat happens is that a New York bank opens an 
account in favour of the German firm, on which the latter draws 
gradually according to its requirements. The long term debt is, 
therefore, compensated by the creation of a short term asset, and 
there is no effective demand for currency until and so far as the 
latter is used 

» Of courisrH my that a short term debt is created ftrst and that it is 

consolidated later by the issue bf long term bonds. 

If 



18 


INTERNATIONAL TRADE 


(c) Further items in the balance of payments are Government 
transactions (salaries of diplomatic representatives, subsidies, 
reparations, &c.) and gifts of money such as remittances sent home 
by emigrants. 


§ 2. Diffehent Senses of the Term. 

Having classified the items which make up the balance of pay- 
ments, we must now analyse the concept itself. The term ^ balai^ce 
of payments * is used in a number of different senses, which ibe 
apt to be confused with one another. It is very important to 
distinguish carefully between them, as the failure to do so has led 
to serious misconceptions. 

(o) The term is sometimes used for the amounts of foreign 
currency bought and sold within a given period of time. In this 
sense the balance of payments is, of course, always in equilibrium, 
since the amount bought must necessarily equal the amount sold. 
The proposition is a mere tautology which follows from this (not 
very helpful) definition of the concept. 

(6) It may refer, secondly, to the payments made, within the 
period, to and from foreign countries. This is not the same thing 
as (a) since payment can be made not only by the purchase of 
foreign money, but also by the transfer of foreign money already 
held.^ If the volume of payments made is greater than the volume 
received, the deficiency will be made up in this way. The balance 
of payments in sense (6) may, therefore, very well be passive. It 
cannot, however, remain passive longer than the stock of money 
lasts. Moreover, it must have been active at some earlier point 
of time, since otherwise the stock could never have been acquired. 
Over a long period, therefore, the balance of payments must be 
in equilibrium in this sense too.’ 

(c) The term is frequently used in the more restricted sense 
of the balance of payments ^ on income account.^ This includes 
the interest balance and the balance of trade and services. If it 
is passive, then either the capital balance is active, or there is a 
transfer of gold or foreign currency. An ‘ unfavourable balance * 
is then equivalent to an increase in indebtedness (including the 
export of shares, and any increase in holdings by foreigners) or to 
a loss of gold. 

(d) There are no accurate figures of the balance of payments 
in any of the above senses. One must, therefore, be content with 

? if the country receiving payment is on the gold standard. 

Unly a goUi -picKiucing country can have a permanently passive balanoe^if one 
Coes not pro lor to regard gold in such rases as a commodity rather than mon^. 
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statistics of liabilities falling due. If these are all settled, the 
result is equivalent to the balance of payments in sense (6). 

(e) From the balance of liabilities falling due during a given 
period, it is only a short step to the computation of the total 
volume of claims and liabilities outstanding at a given moment. 
This yields the ' balance of international indebtedness.’ 

(/) For the explanation of the exchange rate it is not sufficient 
to measure the amount of liabilities outstanding at a given moment 
or falling due during a given period; nor does it help to record 
ex post facto all the payments actually made during a given 
period. Economic analysis cannot start with a certain amount of 
existing liabilities it has to consider how they are contracted. 
The willingness to buy and to sell at this or that price (exchange 
rate) must be studied. In other words the apparatus of demand 
and supply must be applied to our particular market. The term 
* balance of payments ’ is then used in the sense of the whole 
demand-and-supply situation and in this sense it will be used in 
the following pages. 


§ 3. Supply and Demand Analysis. 


\ 


The exchange rate between the means of payment of two 
countries is detc?rmined, like all other prices, by supply and 
demand. Since the supply of one currency constitutes the demand 
for the other and vice versa, we may treat either of them as a 
commodity and the other as money. In the following exposition 
the foreign currency will be treated like a commodity for which 
there is monetary demand, and we shall speak of its price in terms 
of the domestic currency.® 

In the accompanying diagram, prices (t.e., exchange rates 
•defined as number of units of domestic currency per unit of foreign 
currency) are measured along the vertical axis, and amounts of 
foreign money bought and sold along the horizontal axis of a 
rectangular system of co-ordinates. The demand curve (DD) slopes 
downwards from left to right. This expresses the fact that people 
are willing to buy larger amounts of foreign currency at a lower 
price. This one can explain provisionally by the fact that foreign 


^ This point was stressed by Ricardo in bis discussion with Malthas. *' You 
appear to me not sufficiently to consider the circumstances [which] induce one 
country to contract a debt to another. [In] all cases you bring forward you always 
suppose the [debt ] already contracted/’ LMtrs of Ricardo to Mallhv*, ed. by J. 

in accordance with the method of quotation used on the continent, 
where exchange rates are expreseed as so and so many uniU of domestac 
money per 100 units of fbreign money, ^tes quoUd in London mean, on the 
other hand, so and so many units of foreign money per £1. 


(S 
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commodities become cheaper in consequence oi the cheapening of 
the foreign currency and larger quantities will be imported. The 
supply curve (SS) slopes upwards from left to right. This expresses 
the fact that people are willing to sell larger amounts at a higher 
price, which is to be explained by the stimulation of exports due 
to the fall of prices of domestic goods in terms of foreign currency.^ 
The two curves intersect at P. This means that there is an 
exchange rate at which the amount of foreign money which cai^ 
be disposed of is equal to the amount offered for sale. If thiA 
price obtains, there is market equilibrium. \ 



Suppose now that demand increases, because of an unfavour- 
able change in the balance of payments in sense (d). In other 
words there is added to the existing demand the demand of those 
who now have to discharge additional debts to foreigners. 
This is represented by a shift of the demand curve from 
DD to D'D'. It now intersects the supply curve at P\ The 
exchange rate has risen and the amount of foreign money sold 
has increased. A rise in the exchange rate may also be due to 
a reduction in supply, owing, e.^., to a fall in exports. If the 
supply curve shifts from SS to S'S', the price will rise from P to 
P" and the amount sold will decrease. 


^ The statement that the supply carve slopes upwards from left to right needs 
qualification. If the amount oi money in each of the two countries is held con- 
stant, there will be a point at which the supply curve curls backwards and slopes 
npwardfi to the left, xhis means that, if demand increases beyond that point, the 
amount of foreign money offered for sale will actually diminish (elasticity of 
sopply < 0); for the smaller amount of foreign money offered can buy a larger 
amount of domestic money. In the limiting case when the price of the foreign cur- 
rency approaches infinity, i.e., when the price of domestic money in terms of foreign 
money falls to zero, the supply of foreign money will become very small. (It 
should be noted that the supply and the demand curve are not symmetrical. Tha 
point where the supply curve turns to the left corresponds to that point in the 
cleimnd curve when the area of the inscribed rectangle begins to diminish.) 
roniu, however, of no practical Importance. They are remote from 

becausc of the assumption that the quantity of money remains con- 
® quantity of money changes and, therefore, prices change, the demand 
. curves shift. The mec^nism of adjustment consists precisely of 

“ffwns SpS •'I- 
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Here it is necessary to recall the distinction, worked out in § 2, 
between the balance of payments in sense (a) and the balance of 
payments in sense (/). Sense (a) refers to OQ (demand actually 
satisfied, or supply actually sold) ; sense (/) refers to the whole 
demand-and-supply situation as represented by the two curves. In 
sense (a) the two sides of the balance of payment are equal by 
definition and a statement to the effect that they are equal is a 
tautological statement. But if we say that the balance of payment 
is, at a given moment, unfavourable, we mean that at the then 
prevailing rate (or at a rate which is considered as normal) demand 
exceeds supply, because the demand or supply curve or both have 
shifted. The balance of payment in sense (/) is in disequilibrium 
at a given rate, but equilibrium can be restored by a change in 
the exchange rate. 

In view of the fact that changes are constantly occurring in 
the innumerable items which make up the balance of payments, 
it might be supposed that the rate of exchange would continually 
fiuctuate like the price of commodities of which the supply-and- 
demand curves are liable to shift. But experience shows that under 
normal conditions the exchanges remain practically stable. There 
must, therefore, exist a mechanism which regulates supply and 
demand.^ 

We shall discuss in the next chapter this mechanism under the 
working of the gold standard. Chapter IV is concerned with the 
mechanism which operates under a paper currency, and Chapter V 
provides a synthesis of the two cases. 

S 4. The Case of more than Two Countries. 

Throughout the preceding argument it has been assumed that only two countries 
are involved. But the modern economic system is composed of a number of 
different countries, each of which trades with each of the others. There is no 
reason to expect that one country's balance of payments with any other individual 
country will be in equilibrium. The analysis given above is applicable, therefore, 
only to a country's balance of payments with all the other countries combined. 
The mechanism of adjustment operates, however, through the sO'Called triangular 
trade, by influencing the balance of payments between countries other than the 
one directly concerned. In equilibrium the position is es follows. Germany, for 
instance, pays for its imports from the United States partly by selling machinery 
to South America, while the South American countries export raw materials to 
the United States. On the monetary side we can imagine the American exporter 
receiving in payment from his German customer a bill on Brasil, and selling it 

^ In terms of our demand and supply curves the working of the mechmisni 
must be conceived as follows : There is an equalising source of supply (gold rt^^erve 
of the central bank or exchange equalisation fund) ; the curve of total supply is 
therefore horizontal over a certain range. To avoid a depletion of the gold reserve, 
forces are set up which tend t-o shift the demand and the supply curve in an 
appropriate way ; prices are" changed and the flow of capital is influenced by means 
or changes in the rate of interest. 
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to an importer of Brazilian coffee. Actually the whole set of transactions will be 
financed by the banks^ probably via the London money market, but that makea 
no essential difference. The modern banking system acts simply as a partially 
decentralised clearing-house. 

When more than two countries are involved there will be more than one ex- 
change-ratio. Between three countries there will be three ratios (e.g. 1:2, 1 : 3, 

2 : 3), between four countries six ratios [t.g. 1 : 2, 1 : 3, 1 : 4, 2 : 3, 2 : 4, 3 ; 5) and 
between n countries — ratios. Since the various foreign exchange markets 

are connected by telephone and telegraph, the different ratios must bear a deter- 
minate relation to each other. If, for instance, the dollar rate for marks were to 
rise, while the dollar rate for pounds, and the sterling rate for marks, remained 
constant, it would pay to change marks into dollars, dollars into pounds, and^ 
pounds into marks, until — assuming the dollar rate for pounds to be in equilibrium \ 
— the sterling rate for marks had risen proportionately. It is true that if the ' 
international money market is broken up by the severance of communications in war- 
time, temporary discrepancies may arise, ^ but experience shows that they will 
disappear very soon, even when rates are fluctuating widely.* There may, of 
course, be different rates for cash, telegraphic transfers, bills payable at sight, 
three months’ bills, &c., all in terms of the same currency. But these exceptions 
are only apparent, since they refer to price discrepancies between what are, 
in effect, slightly different means of payment. 

The situation, however, changes completely when a rigid exchange control 
supersedes the forces of the market. Then more or less fictitious and indepen- 
dent rates prevail and there is no necessity for a rapid adjustment between them. 
The problems resulting from this will be discussed later. 

® This applie.s also to a single exchange ratio, which may be different even 
in the two countries directly involved. 

® d7/. Graham, Exchangt, Prices and Production in Hyper Inflation : Gtrmaniu 

mo ms (1930). 



CHArTEil III. 


THE GOLD STANDARD. 

§ 1. Deiinition, 

Tke term ‘ gold etandard ’ may be used in a narrower or in 
a wider sense. In the narrower sense it signifies a monetary system 
under which gold coins of standard specification, or gold certifi- 
cates with 100 per cent, gold hacking, form the circulating medium. 
In the wider sense it covers also the case where notes or silver 
coins are legal tender, provided they are convertible into gold 
at a fixed rate. There must, of course, be no prohibition of 
the melting down of gold coins.* Under these conditions the 
value of money and the value of gold are rigidly linked together 
and cannot diverge from one another. 

If two or more trading countries are on the gold standard, 
and if there are no obstacles to the import and export of gold, 
then the different currencies are rigidly linked together. For 
instance, if an ounce of gold can be coined into a definite number 
of pounds sterling and into twenty times as many marks, then — still 
under the provisional assumption that no costs are involved — one 
can convert at will twenty marks into one pound and vice versa. 
A good analogy, which will be worked out in Chapter V, is that 
of two vertical cylinders joined by a connecting pipe. 

§ 2. The Gold Points. 

So long as the balance of payments is in equilibrium the 
ordinary means of international payment (bills, cheques, &c.) cancel 
out and there is no need for the transport and recoinage of gold. 
But suppose, to take a concrete example, that, owing to a failure 
of crops or the necessity of paying reparations, Germany’s balance 
of payments with England becomes passive. What happens then? 

The effect is that the demand for bills on England becomes 
greater than their supply. Consequently the value in marks of 
sterling bills goes up. If the actual cost of recoinage is zero, 
marks can still be converted into pounds at the rate of 20 . 1 . 
Nevertheless, firms which have payments to make in England are 
prepared to give a somewhat higher price for sterling bills, since 

I There have been many such prohibitions in the course of economic history, 
but they were always difficult to enforce. 

•23 
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they can in this way avoid the expense of transporting gold. If, 
however, the price of bills rises above the so-called * upper gold 
point,’ it will pay to export gold and to have it recoined abroad 
rather than to pay the enhanced price, ‘ The position of the gold 
point is determined by the costs of transporting gold ; these include, 
of course, the insurance premium and the loss of interest involved. 
Corresponding to the upper or export gold point there is a lower 
or import gold point, which is likewise determined by the cost, 
of transmitting gold. Under modern conditions the actual trans-( 
mission of gold is undertaken, not by the merchant himself, but^ 
either by a banking house which specialises in this line of business 
or by the central bank itself. The bank is enabled in this way 
to open an account abroad. It can then draw cheques and sell 
them at the enhanced rate. After the War it became the practice, 
instead of actually shipping gold, to earmark it on foreign account. 
If the Bank of France wished to import gold from America, it 
would simply have the bullion placed in a special account at New 
York, ready for shipment should the necessity arise. The Bank 
of International Settlements has tried to set up an international 
clearing system to supersede gold movements altogether; but since 
1929 there has been to some extent a reaction in favoxir of the 
traditional practice. 

The complications due to the existence of international borrow- 
ing will be considered later. For the present it is assumed that a 
passive balance of trade cannot be adjusted, even temporarily, in 
this way. 


§ 3. Mercantilist Ideas. 

Suppose now that, owing to some factor the effects of which are 
not purely transitory,^ the balance of trade becomes passive and the 
rate of foreign money rises above the gold export point. How long 
can the outflow of gold continue P Is there any limit to the amount 
of gold which will be withdrawn from circulation? Must the 
Government intervene to prevent an inconvenient drain on the 
currency, or is an appropriate distribution of gold between different 
countries secured automatically? 

It is common knowledge that the mercantilists advocated the 
restriction of imports and the encouragement of exports, with a 
view to inducing an active balance and an inflow of gold. ** The 


2 Goscheu’s Thtorv of Fortu/n Exchangt* conUina a classical statcmant of iba 

«a& GM Wovmenl *“»**•• 

Inn. A “"A* harvMU, the necaesity of paying reparationa «nr« a 

long period, or the permanent contraction of a foreign market. 
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ordinBiy means to increase our wealth and treasure is by foreign 
trade^ wherein we must ever observe this rule; to sell more to 
strangers yearly than we consume of theirs in value.”* 

It is only fair to remember that the mercantilist doctrine was a 
great advance^ on the ' bullion system ’ which was dominant in 
England till after the beginning of the seventeenth century. This 
consisted in the rigid control of each separate transaction with 
foreign countries, with a view, on the one hand, to reducing com- 
modity imports to the bare minimum and, on the other hand, to 
ensuring that exports should be paid for by an actual inflow of gold. 
All payments passed through the hands of the * King's Exchanger,' 
who had a legal monopoly in the transaction of foreign business.* 
The mercantilists showed that it was absurd to try and regulate 
every single transaction, since the only thing that mattered was 
the balance of total payments. Thomas Mun even went so far as 
to say that a passive balance of trade with one country should not 
be interfered with so long as it led indirectly to an active balance 
with another country. It was on the initiative of the mercantilists, 
and particularly of Mun himself, that the most burdensome of the 
restrictions on foreign trade were removed.' 

The mercantilists are often criticised for taking into account 
only the balance of trade instead of the total balance of payments ; 
but this criticism is unwarranted. Even in the sixteenth century 
there was an international credit system and a w^ell-orgauised inter- 
national money market. Many of the mercantilist writers referred 
explicitly to items in the balance of payments other than the trade 
balance/ For example, Thomas Mun mentioned, amongst other 
things, expenditure on foreign travel, the transmission of gold to 
Rome, and military expenditure abroad. Certain other items 
which are familiar today were non-existent or of negligible pro- 
portions in the seventeenth century, and it is hardly surprising 
that the mercantilists ignored them. In any case, omissions of 


^ Thomas Mun, England’s Treasure by Fortmgn Trade (written about 1628, 

d<Ktrt» .uj 

towards an analysis of the economic igstem. tf. Ejtocien og 

Wilson, .1 n,.couru .pon (1672), 

and Political Snenc. (19SS)^ Prof. Tas™*, nerves 
with tome imliftcation, that the device* employed by the ar^ e«rtly i e 

«m« a. th<;U reeorted to during the War-and also, it may be added, during the 
depression from 1931 onwards chap yii, § '■ fnimd in Viner 

’ The be»t discuMion of the merrmitilist S'*. Pofieicai 

Theories of Foreign Trade ”Ve B^nle of 

Bconomit (1930), vol. 38, pp. 249 aro. and 4M afg., and The Bailee of^lra^^^^ 

in tha Encyeloperdia of the S(^ial Sciences | ‘ Herkscher 3/«rcan- 

confltiw his att^tion to the Knprlish mercantilists. Cf. also Herkscner. 

tiliim (19^) (2 voli.)> 
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this kind are unimportant compared with other defects of the 
doctrine. 

The mercantilists based their whole attitude to problems of com- 
mercial policy on the idea that the accumulation of gold meant an 
increase in the real wealth of a country. This view was^ of course^ 
erroneous. But even if there were any sense in trying to increase 
the amount of gold in circulation^ the method they advocated — 
namely, Government interference with foreign trade — would notj 
in fact produce this result. Moreover, the fear that there might' 
be an indefinitely large drain of gold unless such action were taken, \ 
was totally unfounded. The whole theory rested on very crude ' 
notions about the balance of payments. Mercantilism received 
its death-blow in 1752 when Hume published his Political 
Discourses. This was the first appearance in a systematic form® of 
the ‘ classical theory,’ which was later refined and extended by 
Adam Smith, Thornton, Ricardo, Senior,® John Stuart Mill, 
Cairnes, Bastable, Taussig, &c.^ It must now be considered in 
detail. 

§ 4. The Classical Theory and Its Critics. 

Our problem is to explain how equilibrium is restored after the 
balance of trade has become passive and gold has begun to flow out. 
The classical solution is as follows. The outflow of gold decreases 
the volume of money in circulation. Consequently prices fall, 
exports are stimulated and imports are reduced. In the foreign 
country where the balance of payments has become active the 
opposite happens.^ Gold flows in, the volume of currency in 
circulation expands, prices rise, imports are stimulated, and exports 
are reduced. The movement of gold, which is the same thing 
as the cash payments necessitated by the passive balance of trade, 
produces a gap between the price levels of the two countries. This 
in its turn stimulates a flow of goods in the same direction as the 
original flow of gold, and the flow of goods induces a flow of gold 
in the opposite direction. The two gold movements, therefore, 
cancel out and the balance of payments is restored to equilibrium 

B It was demonstrated by Friedrich Raff el that every one of the elements com- 
posing it could be found in earlier writers. Of. “ Englische P^reihandlor vor Adam 
Smith,” Zeitschrift fur die gesamten StaatswisBtnBchaften^ supplementary vol. 
18. Of. also Viner, loc cit 

® His Three Lectureg on the TranBrniBBton of the PreciouB Metals from Coun- 
try to Country and the Mercantile Theory of Wealth (1828), reprinted in London 
School of Ernnomirs Senes of Keprints No. 3, 1931 

^ A detailed account of the historical development and a practically exhaus- 
tive bibliography are to be found in Angell, The Theory of International PrictB 
(1926). 

* Some writers have expressed a fear that the balance of payments may become 
passive for all countries simultaneously. But this is unlilceiy to happen until 
trade connections are established with another planet ! 
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by the moYement of commodities. Thus, payment is made pro- 
visionally in gold, but finally in goods. To put the same thing 
in another way : if a country is suddenly called on to make 
additional payments to foreign countries, its volume of exports 
and consequently the supply of foreign bills will increase. Simul- 
taneously the demand for these bills diminishes, because imports 
contract. The bill market returns, therefore, to equilibrium and 
the exchange falls once more below the gold point. 

This mechanism thus preserves equilibrium in the balance of 
payments. It prevents a complete loss of gold by any one country 
and ensures an appropriate distribution of gold among the gold 
standard countries which participate in world trade. The 
mechanism of the gold standard regulates the movement of gold 
automatically. It therefore renders state intervention at once 
superfluous and ineffective. The exportation of the specie may 
at all times be safely left to the discretion of individuals. ... If 
it be advantageous to export it, no law’s can effectively prevent its 
exportation. Happily, in this case, as in most others in commerce, 
where there is free competition, the interests of the individual and 
that of the community are never at variance.''^ 

Ricardo never tired of pointing out that, for purposes of i:pter- 
national trade, money is simply that commodity which is most 
readily exchangeable. It, therefore, gravitates like other com- 
modities — only with particular ease — to the place where its value is 
highest, or, in other words, where the price level is lowest. “ If 
in France an ounce of gold were more valuable than in England, 
and would therefore in France purchase more of any commodity 
common to both countries, gold would immediately quit England 
for such purpose, and we should send gold in preference to anything 
else, because it would be the cheapest exchangeable commodity in 
the English market ; for if gold be dearer in France than in Eng- 
land, goods must be cheaper; we should not therefore send them 
from the dear to the cheap market, but, on the contrary, 
they would come from the cheap to the dear market and would 
be exchanged for our gold.”* Ricardo was only putting the same 
thing differently in the many passages where he attributed the 
outflow of gold to its ‘ redundance.' ” By relative redundance 
theii I mean, relative cheapness, and the exportation of the com- 
modity I deem, in all ordinary cases, the proof of such cheapness.”^ 
Discussion of the particular questions at issue between Ricardo 

* Ricardo, The High Price of Bullion (1911), 4th ed., reprinted in ed. 

Mrrulloch (1846), i>. 265. 

^ Of. cit., p. 266. 

^ Lettere to Malthue, ed. Bonar (1687), p. 13. 
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and MalthuB must be postponed till Chapter VII, where the classical 
treatment of the ' transfer problem ’ is compared with the very 
similar discussions of recent years. At the present stage it is more 
convenient to deal with certain misconceptions of the scope and 
implications of the classical theory as a whole. 

On the Continent the classical theory has never found much 
favour,® criticism being generally directed against the ‘ quantity 
theory of money,' on which it is based. But two varieties of the 
quantity theory must be distinguished. The more rigid one asserts^ 
that a given percentage increase or diminution in the quantity of^ 
money will necessarily change prices in the same proportion. But ‘ 
the classical theory of international trade clearly does not require 
so drastic an assumption. It need only postulate that an increase 
in the quantity of money tends to raise prices, and that a diminu- 
tion in the quantity of money tends to lower them, without saying 
by how much. The quantity theory in this less rigid sense can 
hardly be disputed. There is no advantage in substituting, as 
Professor Aftalion wishes to do, for ‘ quantity of money ’ the 
expression ' total incomes.’^ Naturally the quantity of money 
influences the price level only when it is actually spent, and thus 
constitutes an effective demand for goods. Without altering in 
any way the meaning of the classical theory one could say * total 
money incomes fall,' ‘ the supply of money shrinks ' or ‘ the demand 
for goods becomes smaller ’ instead of saying ' the quantity of 
money diminishes ' or ‘ there is an outflow of gold.' One could 
also speak with Professor Ohlin of a ‘ shift in (nominal) purchasing 
power. ’ 

It has been objected that the gold movements which occur in 
practice are too insignificant to overcome such large disturbances 
as often arise in the balance of payments. This objection cannot be 
dealt with at the present stage, where the assumption is still made 
of a purely automatic, ‘ unmanaged ’ gold standard. Under 
modern conditions every monetary system is influenced by the 
deliberate policy of the central bank and by the mechanism of 
international credit.® As will be shown later, gold movements 
provoke changes in the volume of purchasing power many times 
greater than themselves. Under a ‘ pure ' gold standard, where 

^ Ab typical of the French and German attitude, of. the various writings of 
Prof. Nopiro, and Helfferich, Money ^ p, 599 (vol. 2). 

^ Cf. his article, " Die Einkommenstheorie de» Geldes (W irt$chaftHfhtori^ der 
(regenwart (1932), vol. 2, p. 376). Prof. Schumpeter has shown conclusively that 
there is no antithesis between ‘ income theory ' and * quantity theory ' : cf. ** Das 
Sozialprodukt und die Rechenpfennige (Atchiv filr Sozidwuumciuitt (1916), 
vol. 44). 

® For the objection that tariffs, &c., prevent the attainment of equilibrium, cf. 
chap, vii, § 6. 
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the circulating medium consisted exclusively of gold, such move- 
ments would, therefore, have to be on a much larger scale* 

Professor L. Laughlin® has objected that between modern 
markets which are connected by railroads, telegraph, telephone, 
&c., price differences cannot exist long enough to produce suffi- 
ciently large movements of goods. This criticism of the classical 
doctrine can be disposed of by pointing out that modern means of 
communication equalise prices by inducing transactions between the 
cheap and the dear market; far from being an objection, this state- 
ment calls attention to circumstances which make for a rapid 
functioning of the mechanism. 

It is perhaps worth while to think out the classical theory 
in terms of inter-regional trade.* Suppose that, owing to a redis- 
tribution of taxation, London or the County of Middlesex has 
to make increased payments to Scotland. In that case Scotland’s 
purchasing power rises at the expense of the South. If the Scots- 
men who now have more to spend buy the same commodities 
as would have been bought by the Londoners whose incomes have 
been reduced, the only effect is a movement of goods from London 
to Scotland. More will be consumed in Scotland and less in 
London. If, however, the Scotsmen spend their money at home 
on commodities other than those which the Londoners have 
previously been in the habit of buying, the process of adjustment 
is more complicated. The volume of money in Scotland (which 
forms the demand for goods there) has increased, whereas in 
London it has diminished. Prices, therefore, rise in Scotland 
and fall in London, and the discrepancy between the two price- 
levels causes goods to flow from London to Scotland. This is 
exactly the same process which has been expounded above as 
the standard case in international trade. The problem will be 
further analysed in chapter VII. 

® Princi^tB of Monty (1903), p. 369. 

’ Cf. p. 11. As Ricardo himself pointed out, “ The money of a particular 
country is divided amongst its different provinces by the same rules as tne money 
of the world is divided amo^st the different nations of which it is composed 
{Tht High Pritt of Bullion; Work§, p. 282). 



CHAPTER IV. 

INCONVERTIBLE PAPER CURRENCIES. 


J 1. The ‘ Balance of Payments ’ Theohy and toe ‘ Inflation ’ 

Theoey. I 

The last chapter dealt with currencies rigidly linked together 
by convertibility into gold. The present chapter is concerned with\ 
the opposite extreme, with inconvertible paper currencies, thel 
relative values of which are determined by supply and demand 
in the open market. The value of one in terms of the other is 
subject to variations like the price of ordinary commodities. There 
are no fixed parities or gold points, and a passive balance of 
payments will cause, not an outflow of gold, but a depreciation 
of the exchange. There is no fixed point at which depreciation 
will cease, corresponding to the gold export point in the previous 
example. On the other hand, depreciation cannot go on indefinitely, 
except under a progressive inflation. For the relative price 
changes which are necessary to reduce imports, stimulate exports, 
and restore equilibrium — and which under the gold standard are 
induced by the outflow of gold — are here produced by variations 
in the rate of exchange.’ The problem is now to find the general 
principle which determines how far depreciation will go. 

During the War, when the gold standard was suspended by 
one country after another, this question became again one of 
practical politics; and it was debated keenly, above all in Germany, 
Two explanations were put forward of the steady depreciation of 
the mark in terms of foreign currencies. The official view, which 
was mercantilist in spirit, ascribed it to the passive balance of 
payments ; the critics, on the other hand, attributed the whole 
responsibility to inflation. 


^ Prof. Hollander points out that this factor operates to some extent even 
under a gold standard— within the limits set by the gold points {" International 
Trade under Depreciated Paper : a Criticism." Quarterly Journm of Economic$ 
[1918], vol. 32, p. 678), He concludes that absolute pri(^ changes are not required. 
But as Malthus showed in his review of Ricardo's Pnce of BuUion^ “ we 
know indeed that such a demand (i.e., for goods of the country whose balance of 
trade has become passive owing to a failure of the harvest) will to a certain degree 
exist, owing to the fall in the bills upon the debtor country, and the consequent 
wportunity of purchasing its commodities at a cheaper rate than usual. But if the 
debt for the corn or the subsidy be considerable, and require prompt payment, the 
bills on the debtor country will fall below the price of the transport of the precious 
metals. A part of the debt will l»e paid in these metals, and a part by the increased 
exports of commodities " {Edinburgh Review [Feb. 1811], vol. 17, pp. 344 5). 
Cf. also Viner, Canada's Balance of tniernational Indehtedness^ p, 194. 
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The ‘ balance of payments ’ theory in ite naive form merely 
asBerts that exchangee rates are determined by the balance of pay- 
ments^ in the sense of supply and demand. There can be no 
objection to this ' theory/ but the question is: what determines 
supply and demand? 

The balance of payments theory in its more sophisticated form 
does try to answer this further question. It asserts that the balance 
of payments is determined chiefly by factors which are independent 
of variations in the rate of exchange. In addition to fixed pay- 
men tSj such as reparations and the interest on foreign debts, the 
demand for many imported raw materials is inelastic because they 
are not to be had at any price except from abroad. 

The fatal weakness of this theory is that it assumes the balance 
of payments to be a fixed quantity. To use an appropriate metaphor 
suggested by Mr. Keynes/ it applies the theory of solids where 
that of liquids would be more appropriate. The balance of trade 
(and also some invisible imports and exports) depends on the 
relation between price-levels at home and abroad. Even the demand 
for imported foodstuffs has a certain elasticity. For the same 
physiological needs can be satisfied either by cheap commodities 
like br^ad and potatoes, or by expensive ones like meat and fruit. 
In a word, the balance of payments is partially dependent on 
the exchanges; it cannot, therefore, be used to explain them. 

This objection was raised by theorists of the ‘ inflation ' school.^ 
They pointed out that the mark would never have depreciated 
so far if the volume of currency had not been continually increased. 
It was only ihe rise of domestic prices that prevented the expansion 
of exports and the contraction of imports. Otherwise equilibrium 
would have been restored by the change in relative prices. Exactly 
the same point had been made more than a hundred years ago 
by Ricardo, who asserted that ' the exchange accurately measures 
the depreciation of the currency.’^ The situation in England 
during the Napoleonic wars was very similar to that in Germany 
from 1914 to 1920. The twentieth century has added but little 
to our understanding of these phenomena, and the correspondence 

a Cf. “ The German Transfer Problem/’ Economic Journal (1929), p. 6. Mr. 
Keynee himself compares the balance of trade to a sticky mass, 

3(7/. the various writings of Prof. Cassel ; Mises, " Zahlungsbilanz und 
Devisenkurse ” (in MitUilungtn dta Verhandes der Merrcichischen Banktn und 
Bankim [1919]); Machlup, Die Goldktrnwdhrung, chap. 15 ; and Hahn, “ Handel- 
bilana— SUhluDgsbilanz-ValuU—Guterpreise” and ‘"Statische und dynamische 
Wechselkurse in Odd und Kredit (1924). i * j 

4 LetUrs, p. 15. Cf. also High Price of Bullion, pawim. and the celebrated 
Bepoft which was produced under his influence (reprinted in Oannan, The 
PaptT Pound of 
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between Malthus and Ricardo still provides the best discussion 
of the points at issue. 

§ 2. The Theoey op Puechasing Powee Paeity. 

The view that a fall in the exchangee is due to inflation rests 
on the theory of ' purchasing power parity.' This theory asserts 
that the relative value of different currencies corresponds to the. 
relation between the real purchasing power of each currency in' 
its own country. The term ‘ purchasing power parity ’ was first \ 
introduced by Professor Gassel, who enunciated the theory in its ^ 
most extreme form. But he did not invent it^ and his formula- 
tion was in any case very much over-simplified. His assertion 
that the demand for foreign money is determined by its purchasing 
power abroad is simply not true. Foreign money is normally 
purchased to settle a debt, and debts are contracted either without 
reference to prices at all (political debts) or with reference only 
to particular prices (commercial debts). General purchasing power 
is rarely considered. 

But it is not difficult to guess what Professor Cassel really 
means. In so far as particular prices tend to equality in different 
countries, prices in general, or the value of money, will show 
the same tendency. But experience teaches that absolute equality 
of all particular prices is never realised. Nevertheless, one can 
speak of the equalisation of general price-levels, though hardly 
any of the purchasing-power-parity theorists except Marshall have 
tried to show in detail in what sense this is possible. 

Obviously one cannot mean that the price of every single com- 
modity must be the same in different countries. It is only trans- 
portable goods which react directly to price discrepancies at all, 
and even here discrepancies cannot be reduced in this way to 
less than the cost of transport. Every commodity has an export 
point and an import point. The distance between the two ‘ com- 
modity points is determined by the cost of transport, including 
tariffs, insurance, uninsurable risks, interest (since transport takes 
time), cost of advertisement in the foreign market, &c., &c.^ If 

* The theory is older even than Eicardo. According; to Prof. Angell, the 
first writer to formulate it clearly was John Wheatley (R^marhs an Currency and 
Commerct [1802]). It was also extremely well set out by William Blake {Observa- 
ftotis on the, Princiylee v:hu'h Reguhiif the Coume of Exchange; and on the Present 
Depreciated State of the Currency [1810]). Blake spoke of the relation between 
Real Exchange {i.e., purchasing power parity) and Nominal Exchange. 

As one may call them by analogy with the gold points. It should be noted 
that the export point is the lower commodity point in terms of domestic prices 

" Most of these factors are not peculiar to international trade, however the 
hitler concept may be defined. 
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in a country the price of a given commodity rises above the import 
point, imports will increase, if it falls below the export point, the 
commodity will be exported. 

Professor Angell has recently urged that, in addition to trans- 
port costs, there are other factors which produce permanent price 
discrepancies. Following Professor Schuller, he mentions lack of 
information, lack of initiative, selling costs in a new market. None 
of these factors represents permanent costs of transport (indeed, 
the first two can hardly be regarded as costs at all), but for that 
very reason they do not lead to permanent price discrepancies.^ 
How long discrepancies due to them will persist is, of course, 
another question. Some markets react more promptly than others. 
The stock exchanges and the markets for staple commodities in 
different countries are connected by telephone and telegraph, and 
speculation is highly organised. They therefore react to price 
discrepancies within a few hours. Other markets take days or 
even weeks to react; but in modern times improved communica- 
tions and the collection of more and more detailed information 
about foreign markets have reduced substantially the * reaction 
period ’ of all markets. 

Professor Angell draws attention to another fact which in his 
view is the chief cause of disproportionate price differences. The 
increase of production which is necessary if exports to the country 
with the high price-level are to expand, will normally involve 
rising costs. Under perfect competition this cannot prevent the 
equalisation of prices. But, according to Professor Angell, there 
are many cases in practice where it will pay manufacturers to 
produce the smaller amount at a lower marginal cost, thus making 
larger profits per unit of the product. Now it is true that market 
conditions may be of this type, but, even so, they will not give 
rise to price discrepancies; for exports can be increased without 
an expansion of total output. Indeed, manufacturers may not 
even know- what proportion of their output will be exported by 
the traders who buy from them. 

The case of dumping (i.e., price discrimination in favour of 
the foreigner) also provides no exception to the rule, since com- 
modities can be reimported if the price discrepancy is greater than 
the costs of transport.® 

ViTithin the limits set by the cost of transport the price of 
a commodity may vary between different countries. In many 

« As Ricardo pointed out (LfUtra to p. 18), lack of information as 

a disturbing factor could be urged against almost every law of political economy. 

» For a general discussion of dumping c/. chap, xvni below. 
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cases the two commodity points are a long way apart, and the 
limits are correspondingly wide. If transport is impossible, or if 
it is disproportionately expensive,^ there will be no direct connec- 
tion at all between prices at home and abroad. 

Thus it is possible to distinguish, roughly, between goods 
which are and goods which are not ' internationally traded.^ All 
commodities which are regularly exported or imported, even if 
only ip small quantities, should be classified as international 
goods ; but it is perfectly conceivable that a commodity which is 
exported from country A to country B may be produced in countries 
C and D for the home market and neither imported nor exported. \ 
Moreover, the list of international goods is continually changing. 
Whether at any particular moment a given commodity is ' inter- 
national ' or not depends on whether the cost of transport is 
smaller or greater than the difference between the marginal costs 
of production in the countries concerned. 

The question what goods are ‘ international ' depends therefore 
on the particular circumstances ; and the boundary is continually 
shifting. Goods which have previously been imported will be 
produced at home if costs in general are reduced (e.y., by deflation), 
if their particular costs of production are diminished by a 

new invention) or if their costs of transport are increased {e.g., 
by a tariff). Shifts of this kind may be permanent or transitory 
or periodic (e.g., seasonal). A great many domestic goods are 
potentially international goods. The nearer their cost of production 
is to the export or to the import point the more likely they are 
to become international goods, as a result of small changes either 
in the cost of production or in the cost of transport. 

The price of international goods in the exporting country 
coincides with the lower or export commodity point, and in 
the importing country with the upper or import point.* The 
difference between them is equal to the cost of transport. If it 
were greater, the flow of goods would increase; if it were leas, 


^ The first applies to land, houses, labour and commodities with prohibitive 
tariffs, the second to certain building materials and lo forth. 

^ In trade statistic« a single class of goods may frequently be found both 
Mong the imports and among the exports of the same country. This may occur 
for several reasons. Thus the imported commodity may differ slightly in quality 
from the exported commodity, although they are classified for statistical purposes 
under t^ same heading. Moreover, goods of the same type may be imporiad and 
exported bX different moments of time (e.g. seasonal fluctuationsj, or they may be 
into one part of th^e country and at the same time be exported from 
another part of the country. Thus for many years wheat was imported into Western 
exported from Eastern Germany, Further, certain go<^ are 
re-exported to another. Finally, thm may be 
^ - imperfection of the market. But the distinction 

Taussiff thereby become meaninglees. Cf. 

laussig, borne Aspects of the Tarxff Qumion (1051), 3rd ed. 
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the flow of goods would diminish. The price of each international 
good in one country has, therefore, a determinate relation to its 
price in the other country ; and both prices moTe together. The 
same argument applies to the price of international goods taken 
as a whole. Their average price-level is generally higher in one 
country than in another, since the cost of transport varies between 
different goods. But if there is no change in transport costs the 
average price-level rises or falls everywhere in the same pro- 
portion ; it cannot possibly go up in one country and down in 
another. If all goods were internationally traded the theory of 
purchasing power parity would, therefore, require no further proof. 
But there are also domestic goods ; and it is theoretically possible 
that their price-level may vary even inversely to that of inter- 
national goods. The theory of purchasing power parity has, there- 
fore, to prove that the two price levels do, in fact, move together. 

It seems probable that there is a fairly close connection of this 
kind.® Even if the proportion of international to domestic goods 
is small/ it must not be forgotten that the former include most 
of the important raw materials, which influence considerably the 
price of their products. Moreover, the number of international 
and of potentially international goods is continually being increased 
by improvements in transport. 

We are now in a position to state the theory of purchasing 
power parity in a precise form and with the necessary qualifications. 

(а) It is not true that prices must be the same in all trading 
countries. Owing to differences in the cost of transport there will 
be differences in the price of particular articles. It is impossible 
to say beforehand whether in any particular case they will cancel 
out, leaving average prices the same, or not. 

(б) The theory cannot, therefore, be applied to absolute levels 
of prices, but only to changes in the price levels.® Moreover, there 
is a direct and rigid Connection only between the prices of inter- 
national goods in different countries, though probably the connec- 
tion between the price of international and of domestic goods 
within each country, and, therefore, by way of the former between 
the general price levels of different countries, is fairly close. 

Let Pa be the general price level of country A and Pb the 
general price level of country B. Let R be the exchange rate 

5 Of. Zapoleon, “ International and Domestic Commodities and the Theory of 
Prices ’* {Quartfirly Journal of Economic* [May 1931], yol. 45, |m. 409 ti 
Mr. Keynes is of tne opposite opinion. Cf. A Ttact on Monetary ^e^rw,»p. 93. 

^ For the United States it is computed at between 5 and 8 %, but the figures are 
not very reliable. In smaller countries one would naturally expect the proportion 
to be higher. . . . ^ 

* Of, Pigou, Essixy* in Applied Economtes, p. lo6. 



36 


INTERNATIONAL TRADE 


of currency A in terms of currency B. Then PA=pDxRxk, k 
representing the difference between the value of money in A and 

Pa Pa 

in B respectively. Thus R = The fraction expresses 

the relation between the two price levels, and k the divergence 
from purchasing power parity. 

Let 1 and 2 represent different points of time. Then 


R, : R2 = 




If the degree of divergence 


“PB.xk, * PB^xk^ ^ re- 

purchasing power parity remains constant throughout (i.e,, if in 
both countries the general price level moves parallel wiljh 
the price level of international goods), then kj = k 2 an^ 
Pa Pa 

Rj ; Rg = : -p-2 In this case the change in purchasing powef 

X Bj X Bg 

parity, t.c., the relative movement of the two price-levels, is 
reflected by a proportionate variation of the exchange-rate. 

The simplest form of the theory is represented by the equation 
R Pa 

cr^ which holds when the general price-level in country 

Kj rAg Pjj 

B remains unchanged (so that ^-=1), while an inflation takes 

place in A. In other words, the change in the purchasing power 
of money in country A is here reflected in a corresponding varia- 
tion of the exchange rate. 

(c) It is obvious that the theory of purchasing power parity 
stands or falls with the hypothesis that k does in practice remain 
fairly constant. There is no logical necessity for this. The extent 
to which k changes depends primarily on the comparative import- 
ance of international and domestic goods. If the volume of 
international trade is small, it may even change very considerably. 
In such cases the theory breaks down completely. 

Suppose, for example, that Canadian exports to England 
consist of wheat — representing agricultural produce in general — 
and English exports to Canada of electrical machinery, both to the 
value of 100 million. If, now, England's demand for wheat 
increases, more will be imported and the price will rise.® 
England has then to choose between two alternatives. She can 
directly stimulate exports and discourage imports by letting the 
exchange depreciate. On the other hand, she can hold the exchange 
constant by reducing the amount of money in circulation. Under 
a gold standard of the rigid type this is brought about auto- 
matically by outflow of gold, but under a paper currency 
credit must be restricted in order to secure stability of the 


® SimiLir results follow a change in supply. 
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exchange;' in either case there has to be deflation in England. 
The prices of all coinmodities produced at home, including electrical 
machinery, go down and wheat becomes comparatively dearer. 
Thus equilibrium is finally restored, in this case, too, by an increase 
of exports and a diminution of imports.® 

In both cases k has changed. The price of international goods 
is once more, apart from transport costs, identical in both countries. 
In England the general price-level has fallen, compared with 
the price of wheat. The price of electrical machinery is afiected 
in the same way as that of other commodities produced at home. 
The price-level of imports and exports together has therefore risen, 
relatively to the general price-level in England. In Canada, on 
the other hand, the prices of international goods have fallen more 
than the general price-level in Canda, since electrical machinery 
is now cheaper than before. This is clearly an exception to the 
theory of purchasing power parity. 

An example of the type just analysed was suggested by 
Professor Viner in a debate with Professor Cassel.® In reply, 
Professor Cassel admitted that the rate of exchange was determined 
not only by purchasing power parity but also by the conditions of 
demand for imports. But he maintained that his theory was 
meant to apply only to the effect of monetary changes operating 
ceteris paribus, 

(d) In the modern world sudden and violent changes of k are 
prevented by the reserve of potentially international goods. But 
over a period of years quite appreciable changes can take place. 
The question therefore arises whether the theory of purchasing 
power parity is anything more than an extremely rough approxima- 
tion to the facts. The answer must be that for one group of 
phenomena, namely monetary changes, the theory holds true with 
a high degree of precision. During the post-war .inflation, perhaps 
99 per cent, of the depreciation of the German mark was due to 

^ Cf, chap. V below. 

* Apart from the two cases analysed in the text, there is a third possibility. 
The increased demand for wheat in England implies a decreased demand for 
other commodities. Productive resources may therefore be liberated for use in 
the export industry, and the price of electrical machinery may fall, without dis- 
turbance either to the exchange or to the price sysiem as a whole. If purchasing 
power parity is to be maintained, Canada must expend the whole surplus derived 
irom the sale of wheat on the purchase of electrical machinery. 

• At Chicago in Jan., 1928 Prof. Viner pointed out, further, that prices can rise 
in one conntiv and fall in the other if the cost of transport in one direction goes up 
and in the other direction goes down. The same point has also been made by Prof. 
Pigou (op. ciL) in a more general form. He points out that any impediment to 
trade in one direction only will upset the purchasing power parity. Prof. Gregory 
admits that there are exceptions to the purchasing power parity theory, but con- 
siders them to be nMligiWe. Cf. " Geldtheorie und Handelsbilanz in Die 
WirtehaftstheorU dtr Segenwart (1932), vol. 2, pp. 370-1. 
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the rise in prices and only 1 per cent, to changes in relative 
demand. It is improbable that inflation or deflation will 
permanently affect k, by changing the relative demand for 
international and for domestic goods respectively, if the basic 
conditions of consumers’ tastes and technical knowledge remain 
constant.^ Moreover, in a violent inflation the disturbing effect 
of changes in relative demand is clearly quite imperceptible.^ 

(e) The experience of recent years has shown that it is possible, 
to a quite unexpected extent, to isolate, by means of rigid import 
restrictions, one country’s price-levels from those of the outside 
world and thus to maintain for a long period an exchange-rate 
which is quite out of line with purchasing power parity in the 
ordinary sense. In the more exact terminology of our theory 
one would have to say that it is possible to produce rapidly large 
changes in k by the imposition of tariffs and quotas; but, of course, 
only at the cost of drastically restricting the international division 
of labour. 

Although the theory of purchasing power parity has therefore 
only a restricted field of application, the fundamental conception 
which distinguishes it from the balance of payments theory is both 
correct and important. While the price-levels of different trading 
countries may diverge, their price systems are nevertheless inter- 
related and interdependent, although the relation need not be that 
of equality. Moreover, as will be shown in the next chapter, 
supporters of the theory are quite right in contending that the 
exchanges can always be stabilised at any desired level by appropri- 
ate, though not necessarily by proportionate, changes in the volume 
of money. 

§ 3. Problems of Statistical Verification. 

If the theory of purchasing power parity is to be tested statis- 
tically, care must be taken to select for comparison those prices 
which are relevant to it. This presupposes a theoretical analysis. 

Attention has generally been concentrated on the index of 
wholesale prices. But this relates to raw materials, semi-manu- 
factured commodities and foodstuffs, which are mostly international 
goods. The high degree of correlation^ which has been established 
affords, therefore, not much support to the theory of purchasing 
power parity. 

1 The problem of temporaiy changes will be discussed in chap. vi. 

2 In the above-mentioned discussion Prof. Gassel made it clear that his theory 
had been devised primarily to meet this case, and that it presupposed, strictly 
speaking, fixed demand functions. 

Of. chap, vii, § 7. 

3 In chap, vi it will be shown by statistical examples that even in this field 
discrepancies persist for fairly long periods when inflation is going on. 
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Of greater significance is the behaviour of retail prices or the 
* cost of living ’ ; for retail commodities are, clearly, domestic 
goods. Statistical enquiry shows that the absolute price-level of 
retail goods is usually higher in rich than in poor countries. This 
is due partly to differences in the cost of retailing, but partly also 
to the fact that many commodities which appear in statistical tables 
under the same heading are of higher quality in the more pros- 
perous countries/ Moreover, taxes on retail trading and restric- 
tions and regulations of various kinds work in the same direction. 
All these factors produce absolute price discrepancies and they also 
prevent the movements of retail prices from corresponding so closely 
in different countries as those of wholesale prices. It is, therefore, 
of great theoretical interest that a considerable degree of correlation 
has been observed. 

The problem of comparison between goods of better quality and 
goods of poor quality exemplifies one of the main difficulties of 
statistical work. The price levels of different countries include 
different commodities. Even staple commodities are not completely 
standardised, and no two markets operate in exactly the same 
way. A strict comparison is, therefore, impossible. Moreover, 
the statistical data are very incomplete. Apart from a few raw 
materials, there are not even the weekly quotations which would 
be necessary for detailed comparisons, wffiile information about 
rebates, discounts, &c,, cannot usually be obtained at all. On 
detailed problems of this kind a great deal of work remains to 
be done. In the meantime one must refrain from drawing hasty 
conclusions about the relation between the price systems of different 
countries from the ordinary crude statistics. 

The most usual method of determining whether the exchange- 
rate between two countries is in equilibrium and whether it 
corresponds to purchasing power parity is as follows. The price- 
indices of Great Britain and the United States are both put equal 
to 100 for 1928, when the exchange-rate is assumed to have been 
in equilibrium. Changes in the two price levels are then calculated 
relatively to the common base year, and the divergence between 
them is compared with movements of the exchange. If, the 

English price-index fell between 1928 and 1932 from 100 to 90 
and the American index from 100 to 60, then the value of the 
pound in terms of dollars should have decreased by one-third. 

This method is, however, inadequate, quite apart from any 
deficiencies of the statistical data. For one cannot be sure whether 

^ This applies not only to the goods themselves but also to the conditions 
under which they are sold. 
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there was equilibrium in the base year, or to what extent k has 
changed. Moreover, even in the simplified case when all goods 
are internationally traded, and there are no costs of transport, 
the method is still inaccurate. 

Let us consider two periods and two countries. Individual 
prices change differently from period one to peipiod two, but there 
are no price differences in either period between the two countries. 
Then the purchasing power parity would clearly hold in bothj' 
periods ; if each price is the same in both countries, a fortiori, the 
price-level must be the same too, however we define this ambiguous 
term. From that it does not, however, follow that the price-level 
in each country will be found to have changed to the same extent 
between the first and the second period. At least, if we take for 
each country price index numbers which use values of production 
or consumption as weights, any difference between the weighting 
systems of the two countries will produce a divergence in the 
calculated change of the price-level in the two countries between 
periods one and two.‘ 

This paradox is due to the fact that only fixed-weight index 
formulas fulfil the so-called ‘ circular test.’* This puzzle exists 
also if we drop the assumption that each price is the same in both 
countries; but it is then veiled by the influence of the price dis- 
crepancies. It seems to follow that index-numbers designed for 
the verification of the purchasing-power-parity theory, should not 
use figures of national consumptiop or production as weights. 

^ Of, Nurkse, hiternationah Kapitalbew^gungen (1935), p. 151. 

^ Of. Haberler, Der Sinn dtr JndexzaMen (1927), p. 48 tt aeq. Irving Fisherj 
The Making of Index Numbers^ 3rd ed (1927), p. 274 et aeg. 



CHAPTEE V. 

FURTHER DETAILS OF THE EXCHANGE-MECHANISM. 

S I. Pbeliminart Rem ABES on Monetaey Theoey in Genebal. 

The last two chapters have sketched in outline the workings 
of a pure gold-standard and of inconvertible paper-currencies 
respectively. But the monetary systems of the modern world repre- 
sent generally neither of these two extremes. In the present 
chapter it will be shown how exchange-rates are kept more or 
less automatically stable under certain modified types of gold- 
standardj and how they are deliberately controlled by means of 
discount-policy. 

It has often been pointed out that money finds its purest expres- 
sion in * token-money ^ — such as currency-notes — which as a com- 
modity has practically no value at all. In other words, monetaiy' 
problems can be expressed in their most general form when we 
assume a pure paper-currency. Most of the conclusions reached 
under such an assumption — in particular what has been said about 
price-adjustments and purchasing-power parity — can therefore be 
applied without qualification to the special conditions of the gold- 
standard and of the intermediate types as well. 

Before doing so, however, it is convenient to illustrate some 
of the fundamental conceptions of monetary theory by means of 
a familiar analogy. In fig. 2 the monetary systems of two countries 
are represented by vertical cylinders as follows: — 

A B 

h '•{ 

Fig. 2. 

1q each case the amount of water stands for the quantity of 
money, the depth of water for the price-level, and the width of 
the cylinder, as measured by the area of its base, for the volume 
of transactions, or amount of work which the money has to perform. 
The functioning of the gold-standard may be represented by a 
pipe connecting the two cylinders below the water-line and thus 
ensuring that, should water be removed from one cylinder into the 
other, a corresponding amount would flow back through the pipe. 
Thus the level of water in the two cylinders could not in the 
long run be different. With inconvertible paper-currencies, on 






42 


INTERNATIONAL TRADE 


the other hand, price-changes would be reflected in relative changes 
of the two water-levels, representing a shift of the exchange-rate. 
Changes in purchasing-power parity ( ± k ) would in both cases 
be represented by the raising or lowering of one cylinder compared 
with the other. 

The volume of transactions is determined, broadly speaking, by 
(a) the volume of goods and services to be exchanged, (6) the 
degree of vertical integration or differentiation,^ (c) the habit^ 
of payment, or methods of settling accounts, and the extent of 
payments by instruments of credit. \ 

Factors (d) and (c) are usually grouped together under the^ 
rather vague heading, ‘Velocity of Circulation of Money. ^ Blit\ 
the method of classification is really a matter of convenience. 
Thus one can contrast, with Professor Mises, the ‘ stock of money ' 
with the ‘ demand for money, ^ and understand by the latter the 
volume of trade in the wider sense, i.e., the width of the ‘ cylinder ' 
as determined by factors (a) to (c). On the other hand, one may 
consider it more appropriate to distinguish between determining 
forces ‘ on the money-side ^ (quantity of money, velocity of circula- 
tion, methods of payment which dispense with cash, &c.) and 
determining forces ‘ on the commodity-side ^ (quantity of goods 
to be exchanged, &c.} — though the line of distinction is not always 
clear-cut. One can treat the methods of payment which dispense 
with cash (settlement at a clearing house and credit as a means 
of payment) as an increase either in the quantity of money or, 
with Wicksell,^ in the velocity of circulation of cash. The method 
of classification chosen is to a large extent immaterial : the import- 
ant thing is to analyse the various factors in detail and not merely 
lump them together under ‘ demand for money ' or ‘ velocity of 
circulation,^ as the ease may be. 

* Bank-money ’ deserves special notice. A large proportion of 
payments — in the Anglo-Saxon countries, where the use of cheques 
is very widespread, the great majority of payments, on the 
Continent of Europe a considerable part — is made not in cash 
but by the transfer of bank-credit from one account to another. 
Bank-money is also called ' deposit-money ' or ‘ credit-money.^ 

* Average volume of short-term liabilities of the banks ^ x ‘ rate of 
turnover ' = ‘ total clearing figures ' shows roughly the magnitude 
of these transactions.^ 

1 C/. notably Hayek, Prices and Production; Holtrop, Omloomnelheid van het 
Geld, l92R^ p. Ill; and the German edition of the latter work, " UmlaufBgesGhwin< 
digkeit des Geldes ” in Beitrdge zur GfMtheorie^ 1933, ed. by Hayek, pp. W4 tt «eg. 

2 Cf. Lectures on Political Economy, vol, 2 (1936). 

} Ct. Neisser, '* UmlaufBgeachwindigkeit der BankdepOBiten in HandujdrUf- 
oi/cA aea Bankwtaens (1933). 
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One can regard tlxe expansion of bank-credit as an increase 
either in the quantity of money or in the velocity of circulation 
or efficiency of * real money * ; or, again, as a decrease in the 
demand for money or in the work which real money has to perform. 
But since bank-money is quantitatively so important and since the 
banks are able to create and destroy it, the expression * changes 
in the quantity of money * seems most appropriate. 

Some writers even commence their exposition of monetary theory 
by postulating a pure credit-system, and introduced cash-payments 
only at a later stage. ^ But ’this procedure has the disadvantage 
of obscuring the fundamental principle that money — of whatever 
kind — has economic value only because its quantity is limited. 

But whichever terminology or method of exposition one adopts, 
it is necessary to find an expression for the following two relations. 
On the one hand, there must be a definite relation between cash 
and bank-money. Needless to say this ratio is not absolutely fixed 
but varies from time to time. On the other hand, the creation 
of bank-money under given circumstances has a determinate 
influence on prices — whether one calls it an increase in the quantity 
of money or in the velocity of circulation. 

We are now in a position to state those elementary propositions 
of monetary theory which are relevant to the main argument. 
If the volume of trade and the velocity of circulation (habits 
of payment, &c.) — or in terms of our analogy the width of the 
cylinder — remain constant, then the price-level rises with every 
increase in the quantity of money. If in a progressive economy 
the quantity of money and the velocity of circulation (habits of 
payment, &c.) remain constant while the production of goods 
increases, then the price-level must fall, &c., &c. 

It will hardly be disputed that the only easily-regulated factor 
among the forces determining the price-level is the quantity of 
money, including credit. The other factors — the quantity of goods 
to be exchanged and the habits of payment (velocity of circula- 
tion) — cannot be influenced so quickly, if at all. A monetary 
policy therefore which aims at stabilising the price-level or the 
exchanges must regulate the quantity of money. In this way 
one can usually counteract other influences on prices, and thus 
maintain the existing price-level. If, for example, in the course 
of economic development the quantity of goods to be exchanged 
increases, prices will tend to fall. Unless this tendency is offset 
by a change in the habits of payment (e-y*, by a growth of methods 

4 Of., t.g., Hafcn, Volh»wift9chafdich€ Thtorit dt$ BankkrtdiU, 3rd edn., 1930; 
Hawirey, Currency and Credit, 3rd edn., 1928; and Keynes, TreaUet an Monty, 
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of payment other than by cash) it can be prevented only by an 
increase in the quantity of money. In other words, a larger 
quantity of money is required to carry through a larger volume 
of transactions at the same level of prices. 

The rate of exchange is determined, as we have shown, by 

Assuming, to avoid complications, that 


p 

the equation R= 


k remains relatively constant, it follows that must be hel<| 
constant if it is desired to stabilise the rate of exchange. An^ 

p 

changes in k must be compensated by changes in ^ 

1 B 


lu either 


A 


case the desired effect can normally be produced by regulating 
the quantity of money. 


§ 2. Phice-Stability versus Exchange-Stability. 

Governments generally choose to stabilise either the price-level 
or the rates of foreign exchange. These two lines of policy are 
compatible with one another only if foreign countries also follow 
a policy of stabilising the price-leveP — that is to say, only by 
international agreement. But if in foreign countries the price- 
level is rising or falling, the country in question is faced with 
the dilemma of either stabilising the exchange rate and letting 
the domestic price-level move in sympathy with the foreign price- 
level, or stabilising domestic prices and allowing the exchange rate 
to move in inverse ratio to the movement of the foreign price-level. 
In general, stabilisation of the exchange-rate is the line of least 
resistance, unless price-levels abroad are subject to very wide 
fluctuations. Movements of the exchange-rate leaj> to the eye, 
whereas small changes in the price-level are less clear-cut and 
attract less attention. When the exchange rate of a country 
depreciates by 10%, everyone sees what is happening. A 10% rise 
in the price-level is, on the other hand, not such an unambiguous 
and striking phenomenon. Both commercial and financial relations 
with foreign countries are at once sensibly affected by fluctuations 
of the exchanges. Speculation in the foreign-exchange market^ 
develops, unless rates are kept absolutely stable, and international 
credit-operations of a normal kind are seriously hampered hereby. 
In financially weak countries — particularly where the memory of 
inflation is still fresh — every deviation of the exchange from gold- 

^ remains conatant. If k changes, the exchange and the price-level 
can both remain constant only if the price-level abroad happens to have shifted 
exactly parallel with k. 

• Cf. chap vi. 
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parity, or even any likelihood ol such deviation must lead to a 
crisis of confidence and to withdrawals of credit. This has been 
demonstrated once more by events in Germany in 1931 and 1932. 

The repeated runs, during the last few years, on the currencies 
of .the Gold Bloc have shown that fluctuating exchanges produce 
very unpleasant long-period effects. The gains and losses which 
can be made from the unexpected depreciation of one currency or 
another have come to be realised more and more widely. People 
therefore try to invest their money in as liquid a form as possible, 
in order to be able to convert it at the first sign of danger into 
some other currency which appears at the moment to offer greater 
security. The desire for liquidity has led to the hoarding of 
gold on a large scale and has very considerably strengthened the 
tendency to deflation, particularly in the gold-standard countries. 

For smaller countries in whose economic system foreign trade 
plays a large part, stabilisation of the exchange is the only possible 
policy. Particularly if they are dependent on foreign capital, they 
must sacrifice stability of prices to stability of the exchange, at 
any rate so long as there are important countries abroad with 
a fairly stable monetary system to which they can attach them- 
selves. For strong countries another policy is conceivable. Thus 
Mr. Keynes has for many years advocated for England a policy 
of stabilising the price-level, with the aim of smoothing out cyclical 
fluctuations, . even at the cost of an unstable exchange-rate with 
the gold-standard countries. The arguments in favour of stabilising 
the price-level rather than the exchange cannot be examined here.^ 
For this would involve a detailed treatment of trade-cycle theory 
and trade-cycle policy, and particularly of the problem of price- 
stabilisation as a means of smoothing out cyclical fluctuations. 

Recent years have provided extremely interesting experiences 
in this field. Since departing, in September 1931, from the gold- 
standard, England has followed more or less deliberately and with 
the support of many English economists a policy of stabilising 
the price-level.® This policy enabled the Scandinavian countries 
and the Dominions to reap the advantages of stable exchange-rates 
with England-— still the centre of world-trade— and with other 
members of the sterling-group, and to maintain stability of prices 
relatively to one another. 

But as already mentioned the instability of the exchange-rate 
between the gold- and the sterling-currencies has led to serious 

» Of Harrod InUmaiumd EeonomicB (1933). This abl« diacuasion ia however 
hswd m a theory of ahort^run (cyclical) fluctuationa which cannot be eccepted aa 
definitely established. ^ 

« Of. Benham, Bniish Monttary 
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disadvantages. The conclusion seems therefore justified that stable 
exchange-rates, or in other \i'ords an international standard of 
one kind or another, is indispensable in the long run for any 
extensive exchange of goods and credit on an individualistic basis. 
A collapse of the international money-system would have to lead 
sooner or later to a rigid control, in the first instance, of the 
capital-market. This would necessitate, as will be shown in § 7, 
chapter VII, also a rigid superintendence of trade in commodities.' 
Whether the international system must take the form of tl 
gold standard is another question. From the purely economic 
point of view one could equally well picture an international ' 
sterling-standard, such as already operates over a considerable 
part of the world. This is in fact only to a small extent a question 
of economic theory, and to a much greater extent a question of 
international politics. 

§ 3. Methods of Preserving Exchan ge-Staiiility (Gold- Bullion 
Standard, Gold-Exchange Standard). 

(a) The simplest method of preserving a stable exchange is a 
gold standard in the rigid sense. As already pointed out, its 
mechanism, which has been described in Chapter III, may be 
compared to a pipe connecting our two cylinders and ensuring 
automatically that the level of water shall always be the same 
in each. 

(b) Stability of the exchange can however equally well be main- 
tained under a less rigid type of gold standard. There is no need 
for the circulating medium to consist entirely of gold. 

International payments are normally made not in cash but by 
cheque or by a bill of exchange. Gold is used only for a small 
proportion of total payments and that only when equilibrium has 
been disturbed. Here one can distinguish three main cases. (1) 
A sudden payment in one direction which does not evoke a simul- 
taneous payment in the opposite direction. This may be compared 
to an overflow of water out of one cylinder into the other; but a 
corresponding quantity would flow back through the pipe. (2) A 
permanent increase in one country's volume of trade, or a decrease 
in the velocity of circulation. This would be represented by an 
increase in the diameter of one cylinder; water would flow into 
it and stay there permanently. (3) An increase in the amount 
of money. This would mean, in terms of our analogy, that water 
was poured into one cylinder ; a corresponding amount would then 
drain off into the other cylinder. Experience shows that large 
movements of gold are required only in the third case. For, in 
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the first case, a transfer of goods is soon stimulated^ and, in the 
second case, the expansion, which necessarily takes time, is facili- 
tated by the normal increase in the world's stock of gold. 

It should be noted that the policy of preventing any increase 
in the total amount of moneys leads in the latter case to unfavour- 
able results. There are reasons for the view, widely held by 
economists,^ that if in a closed economy productivity per head 
increases, it is better to keep the amount of money constant than 
4o stabilise prices. This argument must however be applied with 
caution to the international sphere. Suppose that productivity per 
head increases in the United States but remains constant in Europe. 
Unless the total amount of money increases, there must be a change 
in the international distribution of gold if the gold-parity is to 
be maintained. In the United States prices fall, exports increase, 
imports diminish, gold flows in and prices rise again. In the 
European countries the amount of money has to fall, although 
conditions at home do not call for deflation. This would be avoided 
if the quantity of money in the United States was increased from 
the start. 

To return to the main argument. Since under normal condi- 
tions only a small proportion of the gold in circulation is ever 
likely to flow out, the gold standard can be maintained even if 
a considerable part of the currency consists of paper-money with 
only a relatively small gold-backing. To use a picturesque 
metaphor of Adam Smith's, “ a sort of waggon-way (is provided) 
through the air." This means an appreciable saving to the country 
concerned, since a substantial amount of gold, which is more expen- 
sive than paper, can be dispensed with. If other countries follow 
suit, prices rise all along the line and the only advantage is that 
gold can be used more freely for industrial purposes and that 
factors can be transferred to the production of other commodities. 

It is only a further step in the same direction to use the whole 
stock of gold as a reserve for emergency payments to foreign 
countries and to make paper-money the sole legal tender.^ This 
is called the ‘ Gold-Bullion Standard.^ 

(c) If the whole stock of gold is in the hands of the central 
bank, the latter can use it to buy short-term foreign investments, 
which, on the one hand, yield interest and, on the other hand, 


• Cf, chap. vii. 

^ Cf* Hayek, PrictB and Production and Manttary Thtory and the Trade 
Cycle. 

* Of. the references in Hayek, Paradox of Saving in Economical May 1931, 

p. 161. 

3 Of. Machlup, Die Qoldkemwdhrung, 1925. Ricardo was the first to advocate 
a gold’Standard of this type {Propoeals for an Economied and Secure Currency, 
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are readily convertible into gold. This device, which is called 
the * Gold-Exchange Standard,’ was practised even before 1914, 
especially by the Austro-Hungarian Bank, but also to some extent 
elsewhere.^ When the Central European currencies were stabilised 
after the war, most of the countries concerned adopted a dollar- 
exchange standard,^ because at that time the United States was the 
only country really on the gold standard. But Holland, Switzer- 
land and the Scandinavian countries made a similar use of sterling- 
bills after England returned to the gold standard. When she agaii: 
abandoned it, in 1931, they suffered heavy losses. Since the^ 
the practice has gone out of fashion to some extent, except withii 
the ‘ sterling area.’ \ 

Clearly gold-exchange standards in the proper sense presuppose , 
that at least one country remains on a gold standard of the tradi- 
tional type. It is conceivable that two countries might adopt a 
gold-exchange standard relatively to one another. If, for instance, 
the United States sent gold to Great Britain‘S for investment in 
sterling-bills, the Bank of England would be enabled in its turn 
to purchase American bills by the same method, and so on indefi- 
nitely. This procedure might be called ‘ reciprocal inflation.’ 

If the credit-policy of the central banks was determined in 
the traditional way by the reserve-proportion, the same gold would 
form a basis for credit-expansion in more than one country, and 
a w’orld-inflation would ensue. 

The quantity of money is controlled under all varieties of gold- 
standard by its convertibility into gold or foreign exchange. If 
prices rise or if because payments to foreign countries temporarily 
exceed payments from them, there is a demand for gold and 
foreign exchange at the central bank, a corresponding volume of 
notes will be paid in and thus withdrawn from circulation. The 
reserve-regulations, which lay down a definite relation between 
paper-money and cash-reserves, are intended to prevent the bank 
from issuing too much paper-money. 

In addition to this ‘ automatic brake ’ there is also a ^ hand 
brake ’ operated by the central bank, which both directly and 
indirectly influences the rates of foreign exchange. This hand 
brake is the discount-policy. 

S 4. Discount-Policy. 

In all historical cases of the gold ^ standard, only a part of 

^ C/. Ansiaux, La politiaut regrUatriet dtB ehangu^ and Keynes, 

CuTTtnty and Exchange (1913), chep. ii. 

® <7/. Machlnp, DU neuen Wdhrungen in Enropa (1027). 

• As already pointed out, the actual shipment of gold can, under modem con- 
ditions, be dispensed with. 
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the note circulation conaists of gold and gold certificates and, 
in consequence, expands and contracts in direct response to changes 
in the demand for and in the supply of bullion. The remaining 
part of the note circulation is issued by the central bank not in 
exchange for bullion but by discounting bills of a standard type/ 
The rate of discount (i.e., the difference between the value at 
maturity and the price offered *by the bank) is called ^ bank-rate.' 
It represents the rate of interest at which the central bank is pre- 
pared to lend money against this type of security. 

A rise in bank-rate tends, ceteris 'paribus ^ to strengthen the 
exchange ; a fall in bank-rate tends to w'eaken it. The mechanism 
is twofold. Changes in bank-rate affect the exchange, on the one 
hand, directly by causing an inflow or outflow of short-term invest- 
ment, and, on the other hand, indirectly by influencing prices. The 
former effect is immediate but transitory, the latter gradual but 
permanent. 

(а) The indirect effect is as follows : It is an accepted principle 
of monetary theory that a rise in bank-rate leads to a fall in prices 
and vice versa,^ If the rate is lowered, more bills are offered 
to the bank for discount and additional money is thus brought 
into circulation. The goods on which the borrowed money is 
spent tend to rise in price and gradually other prices rise too. 
If changes in bank-rate are to be effective, the central bank must, 
oi course, actually be in the habit of discounting bills. More- 
over if, e.g.^ a fall in bank-rate is offset by a tightening up of 
conditions regarding security, or if the total amount of bills dis- 
counted is held constant, then a fall in bank-rate will not cause 
the amount of money to increase. It has already been shown how 
changes of price affect the exchange. Here it must be stressed 
that the relevant commodity-prices only change gradually as the 
influence of the change in the amount of money spreads through 
the system. 

(б) Experience shows, however, that in most cases changes in 
bank-rate affect the exchange immediately. This happens as 
follows. Since an appreciable proportion of short-term lending is 
supplied by the central bank, the latter exercises within limits a 
control over the money-market. If bank-rate goes up market-rates 


7 Gensrally with not mare than three months to run- , - 

A. MBwhall, Omdal Papers (1926) ; Wicksell. Gddzins vndGyUrprstst, 
1998 English translation 1936) ; Lectvrts on Pohtical Sconomy, yo\. 2 English edn^ 
1936 j Mises, Theory of Money and Credit, Enghsh edn 19M; 
and Bad Trade (1913); Hawtrey, Currency and Credit, edn., 19^. 

A Treatise on Mmuv 1950. vol. 1, chap, xiu, '* Modus Operandi of Bank Rate. 
Hayok, Monetary Theory and the Trade We (1932). Marco Fann^o, "‘Die reme 
Thaoric des Geldmarktes ’* in Beitrdge zur Geldtheoru, ed. by Hayek, 1935. 
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as a rule go up too — though perhaps not to the same extent. The 
central bank may be regarded as the marginal lender. Moreover, 
a rise in bank-rate has a strong psychological influence. It is 
regarded by the other lenders as a danger-signal and they restrict 
supply accordingly. 

A rise in the rate of interest implies, ceteris paribus, a fall 
in the prices of all securities bearing a fixed rate of interest. For 
instance, if the market-rate of interest rises from 4 to 5%, deben - 1 
tures and other fixed-interest securities clearly become less' 
attractive compared with other lines of investment at the same \ 
financial centre. But the consequent fall in their price will induce 
foreigners to buy. The balance of payments is therefore affected \ 
in the same way as by a fall in commodity-prices. 

This connection between the rate of discount and the price of 
stocks bearing a fixed rate of interest allows the central bank to 
reinforce its discount-policy by ‘ open-market operations.^ By 
selling or buying, 6.y., Government stock in the open market, the 
bank can produce the same kind of effects as by raising or lowering 
its rate of discount. 

The most powerful, however, of the immediate effects of a rise 
in the market-rate of interest is to attract the flow of short-term 
investment away from foreign markets. An inflow increases the 
supply of foreign money and strengthens the exchange. 

This does not, of course, imply that there must be the same 
rate of interest in all countries or that small changes necessarily 
lead to movements of capital. The tendency to equality of interest- 
rates must be understood in the same sense as that of commodity- 
prices. A role corresponding to that of transport-costs, in the 
wide sense explained about, is here played by the risk-factor. It 
sometimes requires a considerable difference of interest-rates to 
induce capital to move. In times of financial disturbances as in 
large parts of the world since 1931 foreign capital cannot be 
attracted at any price. All that can be asserted is that a rise of 
the interest-rate in one country tends, ceteris parvbus^ to attract 
foreign capital or to prevent it from flowing out. 

The form assumed by these short-term capital transactions varies 
according to the organisation of the money-market. The most 
significant difference is that some markets react more quickly than 
others to changes in the rate of discount. This is what will deter- 
mine whether a given degree of passivity in the balance of pay- 
ments can be compensated by a small rise in bank-rate or whether 
most drastic methods of restricting credit must be employed. Under 
normal conditions a rise in the Bank of England’s rate of dis- 
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'Count is particularly effective.^ This is due to the unique position 
of London as a financial centre. In London there are always 
large quantities of sterling-bills from all parts of the world being 
discounted. If the rate of discount goes up, it will pay a foreigner 
who has debts to settle in sterling to buy a bill payable at sight 
or a telegraphic transfer on London, rather than to have a three 
months’ bill discounted. The increased rate of interest deters 
him from borrowing. The supply of foreign means of payment 
therefore increases immediately and the pound is strengthened. 

Further technical details cannot be discussed here. The general 
principle that a rise in bank-rate attracts foreign capital is 
established by the fact that normally gold-movements are small 
in quantity. At the first sign of such movements the rate of dis- 
count is altered. 

But this of course merely postpones the problem of making 
the additional payments to foreign countries which are necessi- 
tated by the passive balance of payments. Foreigners are induced 
to lend the difference.^ For the most part, however, they do 
so only at short term. If therefore the forces making for a passive 
balance are more than temporary in their operation, the direct 
effect of a rise in bank-rate is not sufficient to restore equilibrium. 
If the depth of water in one of the two cylinders threatens to 
increase permanently, then the exchange can be prevented from 
falling only by a decrease in the amount of money. This is 
ensured by the indirect effect of a rise in bank-rate already 
discussed.^ 

§ 6. The Influence of Bank-Chedit.^ 

The mechanism described above is modified by the existence 
of bank-credit. If the joint-stock banks expand or contract their 


1 Cf, Hawtrey, CuTxtncy and Credit, 3rd od., chao. ix, “ A Contraction of 
Credit,” 1928, pp. 136 et aeq. Whitaker, Foreign Exchange (1935). ” R^ort of 
Committee on Finance and Industry ” (Macmillan Committee) § 295, 1931. Somary, 
Bankpolitik, 3rd edn. (1934). 

2 Obviously this part of the mechanism is particularly liable to disturbance, 
and in times of financial panic it may break down completely. Cf. chap, vii, § 6. 

^ The existence of the direct influence is generally looked on as an advantage, 
because it gives the indirect influence time to operate. Mr. Kevnes, however, 

regards the extreme international mobility of short-term lending as dangerous. He 

thinks that a rise in bank-rate which is insufficient to lower prices may, neverthe- 
less, be sufficient to attract foreign capital; the central bank may, therefore, be 

tempted to postpone the adjustments necessary for long-run equilibrium. Mr. 

Keynes makes certain suggestions for discouraging the international movement of 
money without weakeniM the effect of discount policy on prices {cf. Treatuc, 
chap. xxxvL and Mr. Hawtrey's illuminating analysis in The Art of Central 
Banking (19i2), pp. 412 et eeq.). They are reminiscent of the gold-premium policy 
followed before the War by the Banque de France {cf. Mises, The Theory of Money 
and Credit (1936), Part hi, chap, vi, §§ 4, 5). ^ , 

♦ Cf. Taussig, International Trade, chap. xvii. Viner, Canada*a Balance of 
Internationtd Indebtedneter, chap. viii. Angell, ” Equilibrium in International 
Trade ” in Quarterly Jourrud of Economice, vol. 42, May 1928. Feis, ** The 
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volume of deposits the effective amount of money increases or 
diminishes without changes in the amount of legal tender. Thus 
it is possible for ^ nominal purchasing power * to expand in one 
country and to contract in another without the transfer of gold, 
if the banks in one country expand credit and the banks in the 
other country contract it. Gold-movements, therefore, no longer 
play the same prominent part as in the classical mechanism. But 
this does not mean that the mechanism as a whole ceases to operate ; 
actually there is no very fundamental difference between the two 
cases. 

The new situation can best be made clear in terms of a world- i 
wide clearing system, such as the founders of the Bank for Inter- 
national Settlements hoped to introduce. This would mean either 
that the central banks deposit their stocks of gold at the inter- 
national bank, or even that gold reserves are superseded altogether 
by credits held there by the central banks. In either case a 
passive balance of trade in one country would lead merely to a 
reduction of the reserves of that country’s bank and to a corres- 
ponding increase in the reserves of other banks; there would be 
no shipment of gold at all. But the mechanism of price-levels, 
balance of trade, &c,, would nevertheless remain fully operative. 

This imaginary case is not very unlike what actually happens. 
Both the central banks and the joint-stock banks keep money on 
deposit at foreign banks. The first effect of a passive balance 
of payment is a shrinkage of these accounts. If the banks affected 
react by restricting credit — as they normally do — and if the disturb* 
ance is only on a small scale, equilibrium can often be restored 
without either gold-movements or a fall in the exchange. 

Professor Viner has analysed a very striking example o^ this 
kind in his examination of the Canadian balance of international 
indebtedness between 1900 and 1913. Canada was borrowing on 
a large scale from England and from the United States ; she there- 
fore had an active balance of payments. This did not however 
lead to an inflow of gold. The borrowed money was paid into 
the accounts of Canadian banks at New York, and these * foreign 
reserves ’ were treated as though they had been cash reserves ; 
extra notes were issued and advances made. Prices therefore rose 
and imports came to exceed exports. The difference was paid for 
out of the accounts at New York and there were no gold-movements 
at all. 

Mechanism of Adjustment of Internalional Trade Balances in Ametican Economic 
Review, voL 16. December 1926, pp. 593 et eeq. R. M. Carr, “ The R61e of Price 
la International Trade Mechanism '* in Quarterly Journal of Economics, vol. 46, 
August 1931. 9 1 
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According to Mr. Carr‘ the Canadian example presents certain 
further peculiarities. He asserts, in contrast to Professor Yiner, 
that in many cases loans were not floated until after prices had 
already risen. This he takes to he in strict contradiction to 
orthodox theory. It must be granted that in the case of a rapidly 
developing country the order of events may quite conceivably be 
as Mr. Carr maintains. But even so, the expansion of credit is 
clearly dependent on the foreign loan, and not vice versa. If 
a loan is not forthcoming, then the policy of expansion must be 
reversed; otherwise the exchange will fall. To determine in 
concreto how the different phases of such a process are related 
in time one would require weekly or at least monthly statistics; 
these are unfortunately not often available. But apparent 
anomalies of the kind suggested cannot in any case throw doubt 
on the broad functional relationships worked out above. 

^ Cf. " The Rule of Price in the International Trade Mechanism ” in QvarUrly 
Journal of Economia, vol. 45, August 1951, pp. 710 ti seq. 



CHAPTER VI. 


EXCHANGES DURING INFLATION. 

§ 1. The Significance of Static Analysis. 

The preceding chapters have dealt mainly with what may be 
called the static theory of the exchanges. The equatation K = 

has therefore been used with reference to the static equilibrium 
towards which the price- and exchange-relations between two 
countries tend to gravitate. The present chapter, on the other 
hand, deals with dynamic or unstable exchange rates, which repre- 
sent a temporary divergence from equilibrium, and which carry in 
themselves the seeds of further change. 

It is an error to suppose that static theory ignores the pheno- 
mena of change altogether. On the contrary, static theory takes 
account of them by contrasting the state of affairs before equili- 
brium is disturbed by changes of data with the state of affairs 
after the economic system has reached the new equilibrium appro- 
priate to them. Any differences between the two states of 
equilibrium are then imputed to the change in data as effect to 
cause. This method of approach is called ‘ Comparative 
Statics.’^ 

Suppose, for example, that under an inconvertible paper 
currency the amount of money is increased by 20 per cent. Equili- 
brium analysis shows that when the extra money has had time to 
circulate throughout the system, prices will be higher than before. 
If one could assume that this change of data involved no further 
permanent changes except the price adjustments, then in the new 
equilibrium prices would be higher and the exchange would be 
lower than in the old equilibrium by exactly 20 per cent. But in 
actual fact the process of inflation always leaves behind it per- 
manent or at least comparatively long-run changes in the volume 
of trade and in the structure of industry. The impact effect is a 
change in the direction of demand. At the points where the extra 
money first comes into circulation purchasing-power expands ; else- 
where it remains for a time unchanged. When the increase spreads 
to other points, supply, which has begun to adjust itself to the 

Schams, “ Kompai-ative Statik,” ZtiticKrift fiir Nationdlikonomit, vol. 2 
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original change^ cannot always be readjusted, since capital will 
have been sunk in the expectation that the shift in purchasing- 
power is permanent. Moreover, those who owed money when the 
inflation began gain permanently at the expense of their creditors. 
It is therefore most unlikely that all prices will have risen equally 
or that the average price-level and the foreign exchanges will be 
higher than before by exactly 20 per cent. 

The point of this example is to show not that the rigid quantity- 
theory is inadequate, but that, even when these complicating 
factors are taken into account, static analysis is still applicable. 
The object is still to discover what the conditions of the new equili- 
brium are, towards which the economic system gravitates when 
the amount of money has been increased. 


§ 2. The Transition from One Equilibrium to Another. (Price- 
Levels AND Exchange-rates during Inflation.) 


Now it is necessary to supplement the static analysis by examin- 
ing the intermediate stages between one equilibrium and another. 
Even in previous chapters this could not be altogether avoided, 
for the mechanism of adjustment itself involves usually a price- 
discrepancy incompatible with static conditions. In a country 
whose balance of payments becomes passive, prices fall, whereas in 
other countries they rise ; this is sometimes necessary to stimulate 
exports, restrict imports and thus restore equilibrium. The details 
of this process will be further considered in chapter VII where 
the * transfer problem ’ is discussed. 

The present chapter is concerned with certain discrepancies of a 
rather less transitory kind, which may occur during an inflation. 
If the successive waves of expansion follow one another so quickly 
that the economic system has no time to absorb one before the 
next is upon it, then prices and foreign exchange rates may remain 
for some time out of equilibrium with each other. 

The type of inflation differs according to the point at which 
the additional money is injected. In a gold-inflation, for example, 
the producers of gold have the first handling of it ; in a credit 
inflation, the entrepreneurs. The case selected for analysis here 
is that of a * budget-inflation,* because in other types of inflation 
prices do not change sufficiently to show any appreciable dis- 


a For an account of how the additional money spreads Irom this point, cf. 
Cairnes, " The Course of Depreciation,” reprinted in PoUticaf 

(1873), pp. 63 et eeo, The historical development of the theory is sketched m 
iiayek,Ks and Production^ chap i Among recent works r 

of Jlfontiy, pp. 152 ft or R. Budge. Lrhyc vom Oeid. vol. 1 (1951). pp. 
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crepancy compared with the exchange. In this case the extra 
money is first spent by civil servants and Government contractors. 
The goods they purchase rise in price, the firms producing these 
goods increase expenditure in their turn, and so the rise of prices 
spreads gradually to other parts of the system. 

Sooner or later the exchange must depreciate. If the successive 
waves of extra money are spent in the first instance on home 
products, then average prices rise faster than the exchange depre- 
ciates. If, on the other hand, they are used to buy imports, or 
if costs increase very sharply in the export industries, then the 
opposite happens. 

The German inflation (1914-23) is an interesting case which 
illustrates the underlying principles. It may be divided for this 
purpose into four stages : 

(a) During the War Germany’s foreign trade was kept practi- 
cally at a standstill by the blockade. Hence the volume of exports 
and more particularly of imports could not react to price-changes 
with the normal rapidity. The mark fell therefore in value less 
rapidly abroad than at home. 

(fe) In 1919, when the blockade was lifted, the volume of imports 
increased, the balance of payments became passive and the exchange 
depreciated more than in proportion to the rise of prices. H^d the 
quantity of money not been progressively increased, equilibrium 
would soon have been reached by an expansion of exports and a 
contraction of imports. As it was, some of the extra money was 
even injected directly into the foreign exchange market to pay 
Reparations. 

The chief reason, however, which kept the depreciation of the 
exchange ahead of the rise in prices was psychological. Whenever 
inflation is carried beyond a certain point people begin sooner or 
later to anticipate that prices will go on rising. Speculation comes 
to dominate the foreign exchange market and depreciation is 
accelerated. At a later stage the influence of professional specula- 
tion is reinforced by the action of the ordinary public, who begin 
to hoard foreign currency. 

This last factor presents one aspect of a wider process. In the 
same way as the exchange depreciates faster than prices rise, both 
movements proceed faster than the increase in the amount of 
money. For when people expect a further rise in price they are 
willing to pay rather higher prices at once for the sake of spending 
their money as soon as possible. Wages and salaries are paid out 
at more frequent intervals, and, finally, people resort to barter 
or use foreign money as the medium of exchange. In these ways 
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the effective velocity of circulation of legal tender is enormously 
increased, and the volume of work which money has to perform is 
reduced. How far the discrepancy between changes in the quantity 
of money and changes in its value can develop, is shown by the 
example of the German mark. In November 1922, the total 
volume of money in circulation was worth in gold at the current 
rate only l-38th of what it had been worth in 1919. In terms of 
the comparison worked out above, one would have to say that the 
rapid increase in the volume of water caused the cylinder to con- 
tract. The depth of water increased therefore more than in 
proportion to its volume. 

(c) In the final stages of the German inflation the Siituation 
changed once more. A * flight to goods ^ became general, and the 
rise in prices caught up with the depreciation of the exchange. 
By 1923 when the inflation reached its height the discrepancy was 
no longer very large : both movements were proceeding at the 
same lightning speed. The increase in the quantity of money had 
meanwhile been left far behind. 

(^) This last fact very much simplified the problem of stabilis- 
ing the currency. Once confidence has been restored the velocity 
of circulation falls to its normal rate, and the supply of foreign 
currency increases. This x&eans that if the central bank were to 
establish a gold-parity corresponding in equilibrium to the amount 
of money in circulation just before stabilisation, then the exchange 
would immediately appreciate and prices would have to fall. In 
that case, however, the bank would be unable to accumulate a gold 
reserve. Most of the post-war stabilisations were therefore carried 
out at a parity, somewhat higher indeed than the actual rate of 
exchange, but lower than would correspond in equilibrium to the 
ruling price-level. This allowed the central bank to accumulate a 
gold reserve and at the same time to increase the quantity of money 
in circulation. Such was the experience of Austria, Germany, 
France, and various other countries. The possibility or rather the 
necessity of increasing the quantity of money and raising prices 
if the exchange is to be kept stable has indeed the effect of facili- 
tating stabilisation; but, on the other hand, it is liable to produce 
an inflationarv boom, with a consequent depression later on. 

8 3. Depreciation as Interpheted by the Balan('e-of-Payments 
Theory and the Classical Theory respectively; 

It mu§t be emphasised that the preceding analysis only supple- 
ments the classical theory without in any way contradicting it. 
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The classical theory may usefully be contrasted with the balance- 
of-payments theory, by quoting a passage from HelfEerich, which 
criticises the former from the point of view of the latter, and 
refers particularly to the time-lag, analysed above, between changes 
in exchange-rate, price-level and quantity of money. 

“ . . . In considering the monetary conditions in Germany, 
the view widely held, especially abroad, is based on the pure 
quantity theory, and accordingly regards the increase in the circu- 
lation of paper-currency in Germany as the cause of the rise in 
the level of Germany prices and of the depreciation of the currency. 
On closer examination, however, we find that cause and effect are 
here interchanged, and that the increase in the amount of paper 
money circulating in Germany is not in fact the cause but the 
result of the fall of the German exchanges and of the consequential 
rise in wages and prices. 

“ . . . Thus in the twenty months which followed the accept- 
ance of the London Ultimatum . . . the note issue of the Reichs- 
bank (was miiltipliedj 23 times, the wholesale index number for 
home products 226 times, . . . and the dollar-rate 346 times. 

“If ‘ inflation ’ had been the cause, and the depreciation of 
the German exchanges the effect, then, in accordance with the 
theory of the classical English economists, events would have 
developed on the following lines: an increase in the paper circula- 
tion causes a corresponding rise in the level of prices at home. 
These higher prices encourage imports and make export more 
difficult. They tend, therefore, to make the trade balance, and 
with it the balance of international indebtedness, unfavourable. 
When the latter balance is passive, the demand for foreign currency 
increases and the rates of foreign exchange are forced up. A 
glance at the figures given above shows, however, that this chain 
of reasoning does not apply ; in fact, it is immediately obvious 
that in the case of Germany the increase in the note circulation 
did not precede the rise in prices, and also that the depreciation 
of the currency followed it but slowly and at some distance of 
time. The twenty-three-fold increase of the note circulation cannot 
possibly be the cause of the 10 times greater rise in prices at 
home and of the 15 times greater rise ... of the dollar rate. 
A conception of the general and comprehensive outline of the inter- 
play of causes in these developments can, in fact, be obtained 
only if foreign exchange is made the starting-point. 

“ For the following, if for no other reason, the collapse of 
the German exchanges will be seen to be in no way related to 
the increase of the note circulation. At a dollar rate of 21|546^ 
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the rate quoted ou the 25th January 192d, a gold mark was worth 
about 5,000 paper marks. The note circulation of the Reiehsbank, 
which at that time amounted to 1,654 milliard paper marks, thus 
represented a value of only 330 million gold marks. This is not 
much more than one-twentieth of the gold value of the German 
currency circulating before the outbreak of War. . . . 

“ The theory which attributed the collapse of the German 
currency to ^ inflation ’ is based on the pttitio princiini that the 
foreign value of money, which finds its exprcs'^ion in llic rates 
of foreign exchange, can be determined only by the quantitative 
factor of the paper circulation. In the above case. ho^^c^lT, in 
which it has just been shown that the increase in paper remained 
far behind the currency depreciation, the causes of the collapse 
in the foreign exchanges, which are independent of the develop- 
ment of the paper circulation, are ([uite clear. We are dealing 
with a country whose international indebtedness, quite a{)art from 
payments and deliveries due undei the Treaty of VeiNnilles, w'as 
passive to the extent of about 3 milliard gold marks, and the 
London Ultimatum added to the coimlry’s indebtedness an annual 
payment of ‘ reparations ’ estimated at about 3 3 milliard gold 
marks. To this were added the payments imposed upon Germany 
for the ‘ clearing ’ ol pre-war debts and gold payments to the 
occupying Powers. The annual passive balance of the German 
balance of international indebtedness wm thereby increased to 
more than 7 milliard gold marks. . . . 

“ The chain of causes and effects is, therefore ; 

“ First came the depreciation of the German currency by the 
overburdening of Germany with international liabilities and by the 
French policy of violence. Thence followed a rise in the prices 
of all imported commodities. This led to a general rise in prices 
and wages, which in turn led to a greater demand for currency 
by the public and by the financial authorities of the Reich ; and, 
finally, the greater calls upon the Reiehsbank from the public and 
the financial administration of the Reich led to an increase in 
the note issue. In contrast, therefore, to the widely held view, it 
is not ‘ inflation ’ but the depreciation of the currency which is 
the first link in this chain of cause and effect. Inflation is not 
the cause of the rise in prices and of the depreciated currency, but 
the latter is the cause of the higher prices and of the greater 
volume in the issue of paper money.”’’ 

This passage does not show a very profound understanding of 
tile theory which it attacks. For the classical theory is strictly 

« < f. Helfferich, Money, pp, 598-601. 
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static in the sense already explained ; whereas the phenomena 
instanced by Hellferich to refute it are clearly the very opposite 
of equilibrium conditions. The whole tendency of the classical 
doctrine shows that it must be interpreted as a theory of equilibria. 
These phenomena of inflation, therefore, being clearly anomalies 
conflned to the process of transition, cannot be used in evidence 
against the theory, as we have formulated it. 

The classical theory asserts that in the long run — and not such 
a very long run at that — the functional relations, already worked 
out, between prices and exchange>rates are valid, and that an 
increase in the quantity of money must lead both to a rise in 
prices and to depreciation of the exchange. But it is by no means 
necessary that the former should precede the latter : the order 
of events may be in the reverse direction. If prices lag behind, 
there is in effect a premium on exports and * exchange-diunping ’ 
takes place. But for this very reason equilibrium would soon be 
restored if it were not continually prevented by new injections 
of money. It is true that one must be cautious in the formulation. 
One should not say as supporters of the theory of purchasing-power 
parity are fond of doing^ — that the rise in prices is the primary 
phenomenon, and that the depreciation of the exchange is merely 
an effect of this. The two changes bear a functional relation 
to one another and are both effects of the same cause. This is 
the increase in the quantity of money, which in its turn is the 
effect of the budget-deficit. 

It cannot be denied that depreciation and rising prices make 
it more difficult to balance the budget, and that this leads to 
further inflation, a further rise of prices, and further deprecia- 
tion. But, as shown by the event, this ‘ vicious circle * can be 
broken; and even if it were impossible to cover the budget-deficit 
— ^because a sound financial policy cannot be carried through, or 
because the burdens placed on the national exchequer from without 
(e.^., Reparations) exceed the taxable capacity of the economy — 
this does not contradict the hypothetical proposition, that, if the 
quantity of money is kept stable, forces are released which bring 
the movements of prices and of the exchange to a standstill and 
adjust prices and rates of exchange to one another, as asserted 
by our modified theory of purchasing-power parity. 

The fact that the increase in the quantity of money lags behind 
the fall in the value of money — so that the quantity of money in 
circulation, reckoned in gold, becomes smaller — is also not in 


* In Kicardo, for example, i^ere leemt nowhere to be a hint that price*movt« 
ments and movements of the exchange may temporarily diverge. 
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contradiction with the classical theory, as correctly interpreted. 
It is fully explained by the increased velocity of circulation and 
the contraction in the volume of trade, due partly to the fact 
that a large proportion of transactions are carried out by other 
means of exchange. Helfferich’s attempt to refute the quantity- 
theory by pointing to this fact merely proves his failure to under- 
stand the theory and his inability to distinguish between equili- 
brium-conditions and the phenomena of transition. 

§ 4. Statistics of the German Inflation. 

The qualitative analysis can be supplemented by detailed 
statistics. In figs. 3, 4 and 5 changes in the rate of exchange 
between marks and dollars are contrasted with the movement of 
purchasing-power parity between Germany and America. Price- 
levels are computed from the wholesale index of the Statistischei 
Reichsamt and of the Buteau of Labour Statistics respectively, the 
base being in each case 1913 = 100. Exchange rates are computed 
from the monthly average of quotations on New York in the Berlin 
money market. 

In figs. 3 and 4 the dollar rate is represented by the continuous 



Fifr. X Fij; 4. 


Figs, 3 and 4 Movement of the Berlin dollar^ rate and of purchasing-poweF 
parity between Germany and America, 1919-23. 

line and shifts in purchasing-power parity (German price-level 
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divided by American price-level) by tbe broken line. In fig. 3 botb 
curves are drawn on the ordinary arithmetical scale. But the 
figures soon become too unwieldy for this method of presentation; 
they are therefore drawn separately in fig. 4 on a quasi-logarithm ic 
scale. This is why the two curves appear closer together for 
January, 1921, than for the end of 1920. It should be noted that 
4 is not strictly accurate, since the logarithmic values have not 
been worked out for smaller intervals than those represented by the 
horizontal lines. 

In fig. 5 changes in the dollar rate are expressed as a percentage 



Fig. 5 Movement of the dollar rate expressed as a percentage of purchasing- 
power parity. 

of changes in purchasing-power parity. Here the broken line 
represents the same deviation in terms of the more comprehensive 
index of wholesale prices constructed by the Statistiches Reichsamt 
for the year 1924. From 1925 onwards the old index was no longer 
used. For 1924 the two curves show parallel movements, but the 
more accurate one is closer to purchasing power parity. The 
statistical evidence must therefore be interpreted with caution. It 
is, nevertheless, probable that there were not only temporary but 
also permanent changes of k, since even after stabilisation the 
curve of the dollar exchange remained somewhat above that of 
purchasing-power parity.® 

5 The most elaborate studies of the German inflation are Graham, Exchange, 
Price and Production in Hyper -in /la lion : Germany^ (1930), and Brcsciarii- 

Turroni, Lt vicende del Marco Tedtsco (1932). Cf. also Zahlen zur Geldeniwtrtung 
in Deutschlmd 1914-23 (published by the Statietisches Reichsamt in 1925), 

For Austria, cf. Walr6 de Hordes, 7'he Austrian Croun (1924), and for France, 
E. L. Dulles, The French Franc 1914-28 (1929), and J. H. Rogers, The Process of 
In/lation in France (1929). 

Cf. further European Currency and Finance (puVdished by the United Stales 
Commission of gold and silver enquiry, 2 vols,, Washington, 1925) and Depreciated 
Exchanges and International Trade (U.S. Tariff Commission. W.ishington. 1922) 
Cf. also Angel], op. cit. 
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THE TRANSFER PROBLEM. 

§ 1. Introductoey. 

The present chapter deals with the unilateral payment of large 
sums by one country to another. This is in reality only a special 
case of the phenomena already analysed. But it nevertheless 
deserves separate treatment because this case has always attracted 
a great deal of attention, and in discussing it a number of refine- 
ments will be added to the analysis given in previous chapters. 

One must distinguish in international, as indeed also in domestic 
trade, between unilateral and bilateral transfers. This distinction 
applies equally to the transfer of money and to the transfer of 
goods. The prototype of a bilateral transfer is the exchange of 
commodities for cash, since the two sides of the exchange here 
confront one another directly. Clear cases of unilateral transfer 
are free gifts and political tribute such as reparations. 

Expenditure on transport, by tourists, Ac., represents a bilateral 
transfer, since money is exchanged for real services. The granting 
or the repayment of a loan occupies an intermediate position. 
From the point of view of the economic period within which the 
payment or repayment occurs, they are unilateral transfers. If, 
on the other hand, one extends the period sufficiently to cover 
both the point of time when the loan is made and the point of 
time when it is repaid, then it must be regarded as a bilateral 
transfer. Interest payments are in a sense bilateral transfers, since 
the use of capital is a real service. But as this item — the services 
of capital — does not appear in the balance of trade and services, 
interest payments must nevertheless be regarded as a unilateral 
transfer. 

The question now arises why the transfer of unilateral payments 
should be supposed to involve any special problem not involved 
in the transfer of bilateral payments. Here it is convenient to 
draw up a double balance sheet of the economic transactions between 
one country and the rest of the world. On the one hand, there 
is the balance of real values, or in other words of goods and services 
exchanged. On the other hand, there is the balance of the means 
of payment, in the sense of money payments actually made to 
foreign countries and received from them. As we have already 
pointed out, the hsdanoe of payments in this latter sense is in the 

C3 
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long run always in equilibrium, unless payment is made out of 
an existing stock of foreign money or the foreign country wishes 
to accumulate a stock of the domestic money. ^ In such cases, 
however, the amounts involved are always small. They are very 
important from the point of view of monetary policy, as signifying 
‘ confidence in the currency,' but quantitatively they do not count 
for very much in the total balance of international payments. 

Now if the economic system of one country is connected with 
the rest of the world only by bilateral transfers (i.e., by the sale 
and purchase of goods and services) then both the balance of pay* 
ments and the balance of transfer of real values are in equilibrium. 
But if there are also unilateral transfers (e.y., reparations) then 
the balance of trade and services must show a surplus, since the 
balance of payments cannot in the long run be out of equilibrium. 
In other words, unilateral transfers must be made in kind.^ Capital 
movements must finally take the form of a transfer of goods and 
services. 

In this respect, too, there is really no difference between 
domestic and foreign trade. The assertion is constantly made that 
in international trade payments must in the long run be made 
in goods, whereas in domestic trade payments are made in money. 
It is of course true that in domestic trade payments are made 
in the first instance in money, but, normally, the person receiving 
payment wishes to buy something with the money. In spite of 
such unilateral payments the individual balances of payment 
remain intact, because the individual, like a plurality of indivi- 
duals or a country, cannot in the long rqn spend more than he 
receives, unless, indeed, he entrenches on a stock of cash. This, 
how^ever, applies equally to international trade. Thus even in 
domestic trade unilateral transfers are carried out finally in goods 
or services. But the flow of goods goes unnoticed, because it does 
not pass a political boundary, and is therefore not recorded. 

The assertion commonly made in textbooks that debtor countries 
have an active, and creditor countries a passive, balance of trade 
must be received with caution. In the case of capital movements 
over a long period the state of the balance of trade depends on the 

^ This played an important part dur>ig the German inflation. Foreigners 
speculated on a rise in the mark and allowed Germany to export marks and to 
make, as a result of the depreciation, considerable proiiis. 

^ Unless, indeed, the payment is small enough to be made out of existing stocks 
of foreign means of payment. Unilateral transfers which can be made out of stocks 
of money present for that ve^ reason no problem. But, dearly, payments of the 
magmlude of German reparations can only Ue transferred in the form of an export 
annual payments provided for in the Young Plan amounted to about 
million marks. Germany's whole stock of gold and foreign money would 
therefore have been exhausted in two years, if the amount had not kept returning 
in payment for an exDort^ surplus. 
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phase reached by the process of indebtedness. If a country whose 
balance of trade is in equilibrium starts to import capital at a 
uniform rate, her balance of trade becomes passive. But sooner or 
later payments for interest and amortisation become larger than the 
amount of new capital imported. The balance of trade then becomes 
active. The same holds, mutatis mutandis, for creditor countries. 
The existence of an active or a passive balance of trade is 
therefore no sufficient criterion for distinguishing between 
debtor and creditor countries. In the post-war period up to 
1929 Germany had a passive balance of trade because she 
was contracting more foreign debts than she was repaying. In 
1929, when the stream of capital dried up, the balance of trade 
became active. Before the War the United States was a debtor 
country and had an active balance. The surplus of exports over 
imports paid for interest and amortisation to the European creditors. 
During the War the United States became almost overnight a 
creditor country, and after 1919 her balance of trade remained 
active because the export of capital continued to exceed receipts 
for interest and amortisation. 


S 2, Raising and Tkansferhing Paymento. Creation of the 

Export Surplus. 

The problem of making unilateral payments from one country 
to anoiher has two aspects. First, a sum of money has to be raised 
at home. In the case of reparations this is a problem for the 
national exchequer; when private capital is exported, it is a 
problem for the individual concerned. Secondly, however, the 
sum of domestic money thus raised must be changed into money 
of the country receiving payment. The transfer can only be 
regarded as successful if a corresponding export surplus is created, 
and that, moreover, without a collapse or a permanent depreciation 
of the exchange. 

The question how the export surplus is created has already 
in effect been answered. This is merely a special case of the 
operation of the mechanism, already described in detail, which 
keeps the balance of payments in equilibrium. Applied to German 
Reparations, the process is in essentials as follows. If the sums 
intended for export are raised by taxation, then the money income 
or purchasing power of the German nation is reduced, the quantity 
of money in circulation contracts and prices fall. CoivYersely, in 
the countries receiving reparations national income increases, the 
quantity of money expands and prices rise. In this way a gap 
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is created between prices in Germany and prices elsewhere ; 
Germany's exports are stimulated^ her imports are restricted^ and 
the export surplus is created. It is therefore not the casej as the 
still popular balance of payments theory supposes, that the possi- 
bility of transfer depends on an already existing active balance 
of trade or payments. It is not necessary to wait till the gods 
present one with an export surplus. On the contrary, the export 
surplus arises automatically when the mechanism of payment is 
set in motion. 

If the pressure on German prices is insufficient to produce the 
necessary export surplus at once, and if payment is nevertheless 
continued, then the foreign exchanges will rise above the gold 
point, and the gold and foreign exchange reserve of the German 
Reichsbank will decrease. This will cause the Bank to put up 
its rate of discount, with the double effect, explained in Chapter 
V, § 4, of increasing the pressure on prices and of encouraging 
an inflow of short-term credit from abroad. 

The importance of reparations and international war debts for 
economic policy ever since the War, has caused the mechanism 
of transfer to be widely discussed once more. But the greater 
part of the relevant literature® has reached only a low level of 
scientific attainment. In many cases the political bias was too 
strong for a really scientific treatment of the problem and not 
many of the participants in this discussion have realized that 
the solution of their problem was already contained in the writings 
of Thornton, Ricardo, Senior, Mill and Cairnes. In the following 
pages only the few scientific contributions to the transfer discussion 
will be considered.^ These concern mainly the rdle of price- 
movements in the mechanism of transfer. 

§ 3. The R6l£ of Price-Changes in the Mechanism of Transfer. 

(a) The Prohlem Stated. Here two schools of thought can be 
clearly distinguished. The first is'inclined to minimise the import- 
ance of price-movements in the mechanism of transfer, and indeed 
to contest the necessity, for the transfer of unilateral payments, 
of any price-movement at all. The other school lays great stress 
on the necessity of opposite price-movements in the two countries 
concerned. It considers that under unfavourable circumstances 

3 For an exhaustive bibliography, c/. H. Sveietrup, Die SchuldenlMt de$ Welt- 
kriegts, QuelUn und Literatur, 2 vols. (Berlin, 1929 and 1931), and Moulton and 
Pasvolsky, War DthU and World Proeftrity (1932). 

Unfortunately Ba^nar Nurkae's InitrnaUoncilt Kafitdlhtwegungen (1935), 
which carried the analysis a big step forward, appeared too late for me to make use 
of It. The same is true of the book of Iversen; see next footnote. 
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these price-movements would have to be so large that serious diffi- 
culties might arise, rendering transfer, in extreme cases, absolutely 
impossible. 

The former opinion has been vigorously maintained of recent 
years by Professor Ohlin, while the most prominent champion 
of the latter has been Mr. Keynes.® The discussion between them 
has revealed much more clearly than before the inner workings of 
the transfer mechanism. By considering it more closely, we shall 
therefore be enabled in certain points to extend and modify our 
previous analysis. 

(6) The Controversy between Mr. Keynes and Professor Ohlin, 
and its Precursors. It is convenient to start with Mr. Keynes's 
argument, which is the more closely in line with our previous 
exposition. According to Mr. Keynes, Germany must increase 
her exports in order to achieve an export surplus. For this purpose 
she must lower the prices of her export goods. How large the reduc- 
tion of price must be, in order to create an export surplus of a 
given value, depends on the conditions of the foreign demand for 
German export goods and services. An increase in the volume of 
exports only yields an export surplus if the elasticity of demand 
for German exports is greater than unity.® If the elasticity of 
demand is equal to, still more if it is less than, unity no increase 
in exports, however great, could produce a surplus in terms of 
value, since prices would fall as fast as, or even faster than, the 
volume of exports increased.^ 

(Jf. [a) Ohlin, *' The Htniarations Problem,” in Index, Nos. 27 and 28, March- 
April 1928; ” Is the Young Plan Feasible? ” in Index, No. 50 (1930h publiBhed by 
the Svenska Handelsbankeii ; ‘'Transfer DiflicultieB, Real and Imagined,” in 
Econoinic Journal, June 1929, p. 172, and Sept. 1929, p. 400 (c/. now also Inter- 
regional and International Trade (1953) which appeared after the present chapter 
had been written); RuefE, line Erreur Economique: V Organisation des Tran^erte 
(1928); ” Les Id^cs de M. Keynes sur le Probl^me des Transferts,” in Revue 
d*Economie Politique 43iGme anu4e July-August 1929, pp. 1067 et seq.; ” Mr. 
Keynes* Views on the Transfer Problem,’* Economic journal, Sept. 1929, pp. 
589 390. (6) Keynes, ” The German Transfer Problem,” Economic Journal, vol. 39, 
1929, pp. 1 et seq., further pp. 179 and 404; Treatise on A/oney, chap, xxi; Pigou, 
‘‘ Disturbances of Kquilibriuni in International Trade,” Economic Journal, vol. 39, 
1929, p, 344. Reprinted in Pigou and Robertson, Economic Essays and Addresses 
(1931). For a critical review of the whole literature see Carl Iversen, Aspects of 
the Theory of Capital Movements (1935). Compare also R. Wilson, Capited Imports 
and the Terms of Trade Examined in the Light of Sixty Years of Australxan 
Borrowings (1931) and H. D. White, The French Internationd Accounts 1880*1913 
(1933). The two last-mentioned works came into my hands only after the present 
chapter had been written. 

® Or more precisely the weighted average of the elasticities of demand for 
the various export goods. An appropriate hypothesis must also be made as to the 
existence of potential export gfoods. Compare also § § 4 and 5 of chap, xi where it 
is shown that the complex Marshallian demand-and-supply curves take the existence 
of potential export and import goods into consideration. 

7 If -elasticity were less than unity, an export surplus could be produced by an 
increase of price and by the restriction of exports, since in that case the volume 
of exports decreases more slowly than prices fall. But under free competition this 
could hardly occur. 
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Now Mr. Eeynes is of the opinion that in Germany’s case the 
conditions of demand are such that only a large fall in price could 
produce an export surplus to the magnitude of the payments 
required. This implies for Germany an extra loss over and above 
the direct burden. For German exports of a given total value 
now contain, because of the fall in prices, a larger volume of 
goods than before. This is expressed by saying that the * real 
ratio of exchange ’ or the ' barter terms of international trade ’ 
have moved against Germany.^ The terms of trade become still 
more unfavourable if the prices of German imports rise. Germany 
has therefore to bear a double burden. In the first place, 2 milliard 
gold marks are paid to foreign countries. In the second place, a 
larger quantity of German goods is required to command 2 milliard 
gold marks, and also to command any given quantity of imports, 
than before. 

The monetary mechanism produces this result ' on the com- 
modity side ’ as follows. First of all, the reparation taxes are 
collected in Germany. This is the primary burden. If the neces- 
sary export surplus is not produced, then the cash reserves of the 
Reichsbank fall, gold and foreign money flow out, and credit must 
be restricted. This makes prices and incomes fall still further 
(secondary burden). It might be objected that, apart from 
temporary losses due to labour disputes and so forth, this does 
not represent an extra burden since incomes and prices have both 
fallen. But this objection is not valid since only domestic prices 
fall. The price of imports is unaffected and real wages have 
therefore diminished. Thus the contraction of credit does involve 
an extra burden. 

Professor Machlup has shown that under a gold or gold-exchange 
standard, or where the central bank has so large a gold reserve 
that it need not restrict credit when gold flows out, the same 
result is produced automatically by the deflationary inhuence of 
the payments themselves. If the first instalment does not depress 
prices sufficiently to create the necessary export surplus, then its 
influence is reinforced by the second instalment. Tariffs and other 
obstacles to the export trade can be surmounted in the same way, 
though of course at each step an extra burden is placed on the 
country paying reparations.® 

This ‘ secondary burden ’ is the ‘ transfer loss.’ It is therefore 
appropriate to speak of transfer difficulties when an outflow of 

^ On the Bignificance of this magnitude and on the possibility of measuring it, 
c/. chap, xi, 5 6, also Taussig, InUf national Tradt, chan. xxi. 

Transfer u. Preisbewegung " in ZeitBcktift fiir yationd^honomit^ vol. U 
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gold is caused by tbis extra burden.^® Transfer difiBiculties need 
not always take the form that on the date when payment falls 
due, the foreign exchange required is not forthcoming. They may 
show themselves in an inability to carry out the adjustments 
required by the contraction of credit, in labour disputes or in 
widespread unemployment. Under these circumstances it is also 
difficult for the State to raise by taxation the money required. 
Transfer difficulties then take the form of a budget deficit. 

If the necessary financial measures are not or cannot be carried 
out, then gold will flow out and transfer difficulties in the sense 
of a shortage of foreign means of payment will arise. This happens 
if the deflationary influence of the payments is neutralised by a 
liberal credit policy, if the gold which flows out is replaced by 
newly created bank money, or if the necessity of restricting credit 
due either to the payments themselves or to other reasons is dis* 
regarded.^ But the term ‘ transfer difficulties ’ has, in this case, 
no very precise significance. A policy of credit expansion always 
leads to an outflow of gold whether unilateral payments are being 
made or not. 

It cannot therefore always be said whether in a particular case 
difficulties of this kind are due to the primary burden, to the 
secondary burden, or to other causes. It is true there is no rigid 
economic law to the effect that the transfer must be followed by 
a policy of expansion, or by a failure to deflate sufficiently. Hence 
it could be argued that the source of the difficulties is really the 
monetary policy adopted and not the obligation to transfer large 
sums abroad. But if account is taken of the psychological and 
political factors, it must be conceded that such a monetary policy, 
and hence the difficulties which it produces, may inevitably follow 
from the obligation to transfer. Changes in the terms of trade 
are generally a good symptom of whether there has been a secondary 
burden or not. It must however be remembered that the statistical 
evidence is not in itself conclusive, since the terms of trade may 
have altered for other reasons. The terms of trade moved, for 
example, very much in Germany's favour between 1928 and 1931, 
because the price of raw materials, which constitute the greater 
part of Germany’s imports, fell more sharply than the price of 
manufactured goods, w'hich Germany exports.* Clearly this tvas 
not a result of reparations, although, as will be shown in a 
moment, such a connection is not quite inconceivable. 

This point is brought out with special clarity by Professor Pigou, cf. op. cit 
p. 347. 

* For deUilf, c/. §4 6 and 6 of the present chapter. 

• For the statistical evidence, cf. chap, xi, § 7 
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Mr. Reyaes's line of tkouglit has been criticised by Professor 
Ohlin on the ground that it ignores changes on the demand side. 
Professor Ohlin urges that the payment of reparations by Germany 
involves ipso facto a transfer of purchasing power to the countries 
receiving payment. This means that their demand increases and 
Germany’s demand diminishes. We can therefore least of all 
argue on the basis of unaltered demand. The decisive point for 
the machinery of capital movements is^ on the contrary^ that 
demand has undergone a radical change. . . . There is thus a 
market in A for more of B’s goods than formerly. On the other 
hand, the market in B for A’s goods is not as big as it was before. 
The local distribution of demand has changed. . . . Prior to 
the beginning of the movement of capital the two countries were 
buying so much of all kinds of goods that their value equalled 
that of the goods produced at home. On the other hand, after 
the capital movement started, A buys more and B less of their 
combined production than before/’ and, it may be added in accord- 
ance with Professor Ohlin’s argument, the two groups together 
purchase the same amount as before.^ M. Jacques Rueif calls this 
the principle of the conservation of purchasing power. It simply 
states that never in the course of the various economic transforma- 
tions that occur is purchasing power lost or created, but that it 
always remains constant.” The loss of one party is exactly 
balanced by the gain of the other party. ^ This means in our 
particular case that the country paying reparations can never lose 
more purchasing power than the amount of the payments them- 
selves.^ There is therefore, according to this view, no secondary 
burden.® 


> Cf. IndtXj April 1928, pp. 4-5. 

^ In parenthesis it may be remarked that a rigid assumption to the effect that 
the effective quantity of money remains constant, may be necessary in a pre- 
liminary stage of the analysis; but if strictly adhered to, it will completely block 
the way to &e solution of a number of extremely important problems. For recent 
analysis in business cycle and monetary theory makes it more and more evident 
that^as the aggregate result of the actions of private individuals, abstracting 
altogether from any conscious regulation by the monetary authorities — the effective 
quantity of money (MV^ is a much more variable magnitude than traditional theory 
has assumed. Recognition of this fact and a careful studv of the factors which are 
likely to determine these variations (changes set up by the transfer of large sums 
are certainly among them) are indispensaole for an understanding of the vagaries 
of industrial fluctuations. This has been made quite clear by Dr. Thomas Balogh 
in his p^r " Some Theoretical Aspects of the Central Eurcmean Credit and 
Transfer Crisis,’* in International Affairs: Journal of the IRoyal Institute of Inter- 
national Affairs, vol. 11, May 19&. This remarkable paper which contains a 
penetrating and realistic analysis of many generally neglected aspects of the 
problem has not received all the attention which it deserves. 

® Cy. Economic Journal, vol. 39, 1929, pp. 389-90. 

^ Prof. Ohlin has been accused by Mr. Keynes, amongst others, of a petitio 
princivii on the ground that there is no shift of purchasing power until the sum 
paid has actually been transferred. ** Ckrmanv can only acquire such bills if she 
has already sola the necessary exports (Economic Journal ^ 1929, pp. 407-8). 
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Mr. Keynes's view that unilateral transfers necessitate price 
changes and a shift in the terms of trade can be traced back as 
far {ks Thornton^ who propounded it eight years before the publica- 
tion of Ricardo’s High Price of Bullion, At the time of a very 
unfavourable balance (produced, for example, through a failure 
of the harvest) a country has occasion for large supplies of corn 
from abroad : but either it has not the means of supplying at the 
instant a sufficient quantity of goods in return, or . . . the goods 
which (it) is able to furnish as means of cancelling its debt, are 
not in such demand abroad as to afford the prospect of a tempting 
or even of a tolerable price, ... In order, then, to induce the 
country having the favourable balance to take all its payment 
in goods, and no part of it in gold, it would be requisite not only 
to prevent goods from being very dear but even to render them 
excessively cheap. It would be necessary, therefore, that the bank 
should not only increase its paper, but that it should, /perhaps, 
very greatly diminish it . , {Paper Credit, &c., pp. 131-2). 

This doctrine was afterwards taken over and extended by John 
Stuart Mill, and it has come to be regarded as the classical 
doctrine. But it is incorrect to attribute this variant to Ricardo, 
as is often done.^ On the contrary, Ricardo lent his authority 
to the other version, maintaining that the shift in purchasing 
power was sufficient to restore equilibrium without gold movements 
and without a shift of prices. He criticised the passage from 
Thornton quoted above as follows: ‘‘Mr. Thornton has not 
explained to us why any unwillingness should exist in the foreign 
country to receive our goods for their corn; and it would be 
necessary for him to show, that if such an unwillingness were 
to exist, we should agree to indulge it so far as to consent to part 
with our coin.”^ In contrast to Thornton, Ricardo asserted that 
the export of coins was caused by their ‘ cheapness,’ i.e., by the 
high level of prices. It was therefore not the effect but the cause 
of an unfavourable balance.* In the following passage he formu- 
lated the same idea even more clearly. “If . . .we agreed to 
pay a subsidy to a foreign power, money would not be exported 

This criticism is however invalid since it is only reasonable to asanme that every 
Central Bank possesses a certain stock of international means of payment, out of 
which the first instalment can be paid. If the Bank has no cash reserves or if 
the country receiving payment does not react to the inflow of gold by eimnding 
the circulation, then part pf the mechanism is put out of action (c/. § o of the 
present chapter). 

7 This has been pointed out notably by Professor Viner, Canada*8 Balance of 
intfimationd Indehtedneen, chi^. ix, pp. 191 et etq., and WirUehafUthecffie dct 
Gegenwoft, vol. 4, p. 108-9. 

• Cf, nigh Ftice of Btdlion; Worke, p. 268. 

* Op, cit, p. 268. It would be more accurate to say ' criterion ’ or ' symptom ' 
rather timn ' cause/ 
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whilst there were any goods which could more cheaply discharge 
the payment. The interest of the individuals would render the 
exportation of the money unnecessary ” (op, eit., p. 269 ). 

The export surplus arises therefore automatically, without having to be pre- 
ceded by a movement of gold. Thus, then, specie will be sent abroad to discharge 
a debt only when it is superabundant; only when it is the cheapest exportable 
commodity ” {op. cit., p. 269). But Ricardo denied that a failure of the harvest 
or the granting of a subsidy could produce a redundancy of money. 

Malthus sided, apart from small differences, with Thornton. In his review of 
the High Price of Bullion^ he maintained that Ricardo had not shown why the 
country receiving a subsidy should immediately increase its demand at the old price 
for goods of the country paying the subsidy. He agreed with Thornton that 
demand could not be expected to increase until gold had flowed out and prices 
had fallen. 

Malthus considered that the export of specie occurred not only when it was 
present in superabundance but also it is owing precisely to the cause mentioned 
by Mr. Thornton — the unwillingness of the creditor nation to receive a great 
additional quantity of goods , . . without being bribed to it by excessive cheapness ; 
and its willingness to receive bullion — the currency of the commercial world — 
without any such bribe . . . whatever variations between the quantity of currency 
and commodities may be stated to take place subsequent to the commencement of 
these transactions, it cannot be for the moment doubted, that the cause of them is 
to be found in the wants and desires of one of the two nations, and not in any 
original redundancy or deficiency of currency in either of them " (op. cif,, p. 345). 

Among more recent writers one of the few to adopt the Ricardian version was 
Bastable. In 1869 he expounded his view in practically the same words as Pro- 
fessor Ohlin. “ It is . . . doubtful whether Mill is correct in asserting that the 
quantity of money will be increased in the creditor and reduced in the debtor 
country. The sum of money incomes will no doubt be higher in the former ; but 
that increased amount may be expended in purchasing imported articles. , . . 
Nor does it follow that the scale of prices will be higher in the creditor than in the 
debtor country. The inhabitants of the former, having larger money incomes, will 
purchase more at the same price, and thus bring about the necessary excess of 
imports over exports 

(c) The Problem Solved, A tentative answer to the question, 
what part price-movements play in the mechanism of transfer, can 
now be proposed. ‘ The truth lies in this case midway between the 


^ Ricardo granted, indeed, that in the case of a failure of the harvest there 
had to be an export of gold. This was not however in order to change prices and 
thus create an export surplus, but because the failure of the harvest meant a 
decrease in the volume of trade and hence in the amount of money required. 
“ England in consequence of a bad harvest, would come under the case ... of a 
country having been deprived of a part of its commodities and therefore requiring 
a diminislied amount of circulating medium. The currency, which was nefore 
equal to her payments, would now become superabundant and relatively cheap 
(“ Appendix to The High Price of Bullion; Worka., p. JM3). 

^ JSdtnburgh Review/ Yol 17, pp. 342 to 346, Feb. 1811, quoted by Viner, 
op. ctf , p, 193. 

3 '‘On some Applications of the Theory of International Trade,*' Quarterly 
Journal of Economics, vol. iv, p. 16 (Oct. ]fe9). 

I ^ Haberler, “ Transfer und Preisbeweguntr," ZtiUckrifi fur Natiormh 
okonomie, T?d. 1, pp, 548 Pt stq., and Bd. 2, pp. 100 eeq. ; Losen, " Eine Ausein- 
andersetzung uber das Transforproblem,'* Schmollere Jahrbuch, ig. 64, pp. 109 et 
^7 ; Machlup ‘ Iransfer und Preisbewegung,*’ Zeitachrift fiir /vationafsko 
o . 1, 1950; Wilson, Camtal /mvorts ana the Terms of Trode /IfliSll 


Capital Importa and the Terms of Trade (1931). 


konomxtt 
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two conflicting theories, both of which are one-sided and give an 
over-simplified picture of the facts. For in reality one can conceive 
both cases in which transfer involves changes in the general price 
level and cases in which it does not involve them. The terms of 
trade may remaiii unaffected, they may move against the country 
paying reparations, or, on the other hand, they may move in favour 
of it. Transfer may therefore involve a loss, but, on the other 
hand, it may even involve a gain.® 

Professor Ohlin is undoubtedly correct in maintaining that Mr. 
Keynes ignores the shifts on the demand side produced by the 
payments themselves. One cannot operate with unchanged demand 
curves of given elasticity, since ihe demand curves of the countries 
receiving payment will have shifted to the right. This means that 
owing to the increase in money incomes a larger amount than 
before will be bought even at the old price. In the limiting case 
it is even possible for the transfer to be made without any fall 
in the price of German exports. This happens if the fall in 
Germany's demand, due to the reduction of the national income 
by a reparation tax, is offset by an increase in foreign demand for 
the same goods. It makes no difference whether these are German 
goods, the export of which now increases, or whether they are 
goods previously imported into Germany, which are now imported 
in smaller quantities than before. 

Normally, however, the fall in demand and the rise in demand 
affect different goods and there must, in consequence, be a shift 
of prices and of production. Professor Ohlin admits that the fall 
in demand will affect primarily goods produced in the country 
paying reparations and the rise in demand goods produced in the 
country receiving them. But he contends that production of 
the former will be restricted and means of production will be 
released for use in the export industries.® The same argument 
applies of course also to the goods for which demand has increased. 
Their production will expand at the expense of exports, and the 
balance of trade will consequently be affected. 

No one diaputes that the final result must be an increase in 
the exports of the country paying reparations and/or a decrease 
in the exports of the country receiving them, since the export 
surplus cannot be produced in any other way. But the question 
is, what price changes are brought about by this shift of production P 

Here it is important to distinguish two kinds of price change 

^ This last pasaibility has oot been considered by either party. 

• C/. ZeitscAfi/t fUr Naiionalbhonomit, vol, 1, p. 764. 
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which are apt to be confused with one another.^ These are, on 
the one hand, temporary price discrepancies in the transition from 
the old to the new equilibrium, and, on the other hand, permanent 
shifts of the terms of trade as between the new and the old 
equilibrium. A single harvest failure or the payment of a single 
lump sum may give rise to a price discrepancy by which exports 
are encouraged, imports reduced, and equilibrium thus restored. 
But differences of price greater than the cost of transport from 
one country to the other are incompatible with equilibrium and 
cannot, therefore, persist very long. In a frictionless market the 
adjustment would be instantaneous, and while price changes might 
very well occur, price discrepancies would be impossible. If, 
therefore, one operates with this assumption, or if one skips the 
transitional period and concentrates entirely on the new equilibrium 
which will finally be reached, it is only logical to deny the possi- 
bility of price discrepancies. The Ricardian‘S variety of transfer 
theory is static in this sense.® Its procedure is not unreasonable 
in the case of recurring payments such as reparations. 

The fact that a price-discrepancy cannot persist very long by 
no means implies that the terms of trade must remain unchanged.^ 
The prices of German exports may have to fall and those of German 
imports may have to rise. But this does not contradict the rule 
that prices in different countries tend to equality, since the price 
of German export articles falls both in Germany and elsewhere ; 
the same argument applies to imports. This shift of prices is 
to be expected in the normal case where the direct influence of 
changes in demand on the balance of trade is insufficient to create 
the necessary export surplus, because foreign countries spend only 
a small part of their receipts for reparations on the purchase of 
German exports.* 


7 This has been pointed out in an unpublished memorandum by Dr. Koopmana. 
In this respect there is perhaps a difference of degree between movements of capital 
and shifts of demand in international and in domestic trade respectively. In 
domestic trade one can assume the existence of a homogeneous market, whereas in 
international trade there are separate markets, between which price equilibrium is 
then restored by arbitrage. But, of course, there are exceptions and each case must 
be examined on its merits 

^ It is, of course, not intended to imply that writers of the opposite school 
always identify temporary price discrepancies with changes in the terms of trade. 
That would clearly be a misinterpretation, t,g.y of Professor Taussig, who does not 
speak of price dinerences in general but of differences in supply price. 

® This has become quite clear since Mr. Keynes has returned in the Treatise on 
M oney bo his controversy with Prof, Ohlin. In chap, xxi he distinguishes explicitly 
between the new equilibrium and the period of transition. He now regards the 
transfer difficulties as concerning almost exclusively the process of transition. 

^ It is true that a price-discrepancy always implies a change in the terms of 
trade, but this proposition is not reversible : changes in the terms of trade usually 
do not take the form of price- discrepancies. 

^ Ihis 18 very probable since it may reasonably be assumed that foreign 
countries divide the extra income between domestic goods, export goods and import 
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By how much the price of German exports must fall depends, 
first, on the elasticity of demand abroad.® In contrast to Mr. 
Keynes, I am of opinion that demand is as a rule very elastic, 
since the world market is, after all, large compared with the 
volume of exports from any single country. Moreover, the fact 
that Germany has no monopoly but competes with other countries 
also works in the same direction. A fall of prices does not only 
stimulate demand as a whole but will also drive some foreign com- 
petitors out of the market. This is rendered easier by the fact that 
in the country receiving reparations demand for domestic goods 
has risen, and, in consequence, the necessary adjustment there is 
already under way. 

The extent of the fall in price depends, secondly, on the con- 
ditions of supply in Germany and also, mutatis mutandis, in the 
competing industries abroad. If, for example, the output of 
German exports could be expanded under diminishing costs per 
unit, Germany's difficulties would obviously be reduced. If the 
law of constant costs prevails in the industries concerned, no shift 
of prices will occur. 

It is not easy to predict on theoretical grounds how these 
factors will work out, Moreover, the result depends on how long 
one allows for supply to adjust itself. In general it holds true 
that the longer one allows, the smaller will be the necessary price 
changes.^ For, once the obstacles to an expansion of exports have 
been swept aside by energetic under-cutting, exports can afterwards 
be maintained in the channels thus opened even at a rather higher 
price than before. 

An accurate summary of all these interdependences is hardly 
possible without mathematical symbols.® But it should be 
mentioned that it is theoretically possible for the terms of trade 
to change in favour of Germany so that the prices of German 
exports rise and the prices of German imports fall. This leads 
to the rather paradoxical result that gold flows into Germany, 
and the transfer mechanism thus eases the situation of the country 
paying reparations ! This is not a very probable case, but it 

goods in about the same proportion as the old income and because in almost all 
countries the volume of export and import is small compared with total production, 

3 It is a question of the elasticity of the demand curve after the paraent had 
been made and the curve has therefore shifted. Elasticity will probably not be 
the same as before. The elasticity of the German demand for German export goods 

is RtparationaprohUm (V trhandlungtn der F. Liat Oeadhchaft, 

n Yntema, A Mathtmatical Reformulation ofjhe General Theory of 
International i^rade (1932), chajp. v, pp. 61 et eeq,, and Wilson, Capital Imports 
and the Terms of Trade (1931). 
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would arise if the increase of foreign demand were for German 
exports, and the fall in Germany's demand related to imports.* 

These considerations are, however, of theoretical rather than 
of practical interest, since the relevant factors and their possible 
repercussions are in concrete examples so complex that the price 
changes involved by transfer can hardly be worked out. But in 
any case, as pointed out by Professor Ohlin, it is an oversimplifica- 
tion to say that prices fall in the country paying reparations and 
rise in the country receiving them. The analysis must be in terms 
not of general but of sectional price levels.^ 

§ 4. Unilatebal Payhents and International Moveuents of 

Capital. 

The influence of unilateral payments, such as reparations, on 
imports and exports of commodities and services and on the price 
level is normally obscured for a longer or shorter period by their 
profound influence on the international movement of capital. 

A country making large unilateral payments will tend to 
import capital in one form or another. In this way the direct 
eflect of these payments on the balance of trade and services will 
be suspended or at least weakened. Payment will be made in the 
first instance not out of current production but by the foreign 
creditors. Transfer is postponed and, provided that the new credits 
are actually repaid, is made finally in instalments over a period 
of years. 

The form in which these transfer credits are granted and the 
mechanism connecting them with the unilateral payments may vary 
considerably. A direct and obvious connection exists where the 
loan is made to the debtor himself, as the Dawes Loan and the 
Young Loan were made to the German Government. The transfer 
of titles to durable property has similar effects. Thus the surrender 
of Germany’s mercantile marine and of German property abroad 
affected the balance of trade not immediately but over the period 
during which this property would have yielded income. 

But the view that transfer would have been impossible without 
capital imports refers not so much to direct loans as to the indirect 
effects of the payments, in inducing persons other than the debtor 
himself to import capital. 

The payments actually made, the raising of the sums required, 
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and the restriction of credit necessary to ensure transfer,* all 
impose a relative stringency on the money and capital markets ; 
the rate of interest rises compared with the rate in foreign markets. 
As shown in chapter v, § 4, this attracts short-term capital, or 
in the case of a capital-exporting country less capital is exported 
than before. If, as in the case of Germany, the payments are 
large enough seriously to restrict the accumulation of capital, then 
not only short-term but also long-term capital is imported. That 
is to say, debentures and shares are sold to foreigners, new issues 
are floated abroad, &c., &c.* 

The French war indemnity to Germany in 1871 was paid chiefly 
by the sale of securities in French hands to foreigners. It is 
common knowledge that German Reparations were accompanied well 
into 1929 by large capital imports into Germany. But clearly 
the transfer problem is not thereby solved but only postponed. 
If transfer does finally take place, it must be in accordance with 
the principles worked out above. Postponement may indeed lead 
to cancellation, if the * transfer credits ^ become valueless owing 
to the bankruptcy of the debtors. But it should be noted that 
the creditors who lose their money, American purchasers of 
German stocks, need not be nationals of the country receiving 
unilateral payments, e.p., France. 

It is important, however, to avoid the post hoc propter hoc 
fallacy which has vitiated to a large extent the discussion of German 
Reparations especially in the German literature. The fact that 
between 1924 and 1929 Germany took up credits abroad to the 
value of so many milliard marks by no means implies that the 
whole of this amount was due to the payment of reparations. 
Germany would in any case have imported capital even if no 
political tribute had been imposed. Its economic system had been 
weakened by the ravages of war and inflation; but the stage was 
set for a rapid recovery. The potential labour force and the spirit 
of enterprise were practically intact and the confidence of foreign 
lenders in Germany’s economic future was unimpaired. The condi- 
tions were therefore extremely favourable for the import of capital 
on a large scale. 

Only a part, therefore, of the capital imports which took place 
can be attributed to the influence of reparations ; how large a part, 
it is difficult to say. That depends on whether the German repara- 

• Credit policy need be reatrictive only in a relative aenso. In a period of 

boom it need oi^ be less * expanaive * • than that of other countries. Of. the 
following aeciion. „ 

• Thia point is atressod notably in Hansen, economic Stobuizatton in an 
Unbtdanctd World (1932), 
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tion taxes led chiefly to reduced consumption or to reduced accumu- 
lation of capital. Many other factors, such as the existence and 
the magnitude of any transfer loss in the sense already explained 
and the degree of credit restriction, also affect the result. 

If one assumes, for example, that the payment of reparations 
to the amount of two milliards per year resulted in the import 
of one milliard over and above what would have been imported 
in any case, then ignoring any transfer loss there was an effective 
transfer of one milliard in the sense that the supply of goods in 
Germany was decreased by this amount, whereas the transfer of 
the other half was postponed. The milliard actually transferred 
did not indeed constitute an export surplus, but the import surplus 
was smaller than it would otherwise have been by that amount. 
Half the reparation payments may therefore be regarded as coming 
out of the fund of goods of the country from which they were due, 
although this fund was larger than it would have been, had no 
capital been imported. 

But even on the assumption that there was in this sense an 
effective transfer of one milliard, it must nevertheless be emphasised 
that the import of capital for commercial purposes was a necessary 
condition. For without the assistance of foreign capital production 
in Germany could not have expanded sufliciently to enable the very 
large sums required to be raised.^ 

§ 5. The Limits of Possible Teansfee. 

No descrijition, however detailed, of the mechanism of transfer 
is sufficient in itself to show whether in any particular case transfer 
is possible or not. Apart from the fact that it abstracts from 
the problem of raising the necessary sum, such a description can 
only say what price-movements would be necessary to effect the 
transfer. Whether these price-movements can be brought about 
in a concrete case depends on a number of factors not yet men- 
tioned, about which something must be said in this section. It 
will be assumed, on the one hand, that the money has already been 
raised and, on the other hand, that there is the minimum degree 
of flexibility without which no transfer would be possible at all. 
The prices of factors of production, particularly wages, must not 
be completely rigid. 

Whether the necessary adjustments are or are not made depends 
to a very great extent on credit policy in the countries involved. 

above, the country paying reparations must restrict 

1 ThiB hM been BtreueerJ noUbly by Prof. J. H. WilliamB, 
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credit. Given the willingness to pay and to effect the transfer, any 
reluctance on the part of the central bank will be overcome 
sooner or later by the shrinkage of its gold reserves. In 
practice, however, the decisive question is generally whether 
the receiving country obeys or disobeys the ‘ Rules of the Gold 
Standard.’ To produce deliberately the effects which would follow 
of themselves under an automatic gold standard, it must increase 
the monetary circulation by at least the whole amount of the gold 
which flows in. If the circulation is not increased by this amount, 
then that part of the transfer mechanism which consists in raising 
incomes and prices in the creditor country is put out of action. 
The whole burden of the adjustment then falls on the debtor 
country, where prices and wages must fall more sharply than would 
otherwise be necessary. Obviously the prospect of a smooth 
functioning of the mechanism is not thereby improved,* 

In assessing the practical importance of this circumstance one 
must however bear in mind that if the circulation is increased 
by the whole amount of the additional reserves, the proportion 
of reserves to circulation goes up. This minimum degree of expan- 
sion in the creditor country may therefore be expected. If the bank 
does not wish to increase its reserve ratio, then the quantity of 
money must be increased by more than the sum transferred. The 
same holds true mittaiis mutandis for contraction in the country 
making payment. It must also be remembered that the price 
discrepancy has only to be created once. Later, when the process 
of transfer has already begun, it can even be reduced. There is 
no need for progressive contraction to pay each annual instalment. 

The likelihood of a policy favourable to transfer varies, of 
course, with the phase of the trade cycle through which the 
countries concerned are passing. When credit is being expanded, 
the necessary adjustments require only that expansion shall be 
accelerated in the country receiving payment and retarded in the 
country making it. But in the depression the latter country must 
aggravate the process of deflation which always characterises 
this phase of the trade cycle ; moreover, there is small prospect 
of assistance from the monetary authorities of the former country. 

The difficulties of transfer are, of course, greatly enhanced by 
the erection of obstacles to trade. If at the existing level of tariffs 
the volume of international trade is nevertheless considerable, then 


3 The writere who strefts the difficulties of transfer generaUy rely on the 
aflsertion that an automatic expansion of the 

Attention is drawn particularly to the policy of the United States and jf 

Hanque de France, who preferred to accumuUte large gold 

let the transfer mechaniem operate fre^. C/. “^^ably on 

Axi, and the Macmillan Report (Cmd. 3897) drawn up under Mr. Keynes s influence. 
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the transfer of unilateral payments should not prove very difficult. 
For, tariffs notwithstanding, the price of many commodities will 
be only just above the export point and that of many others only 
just above the import point; and only a small effort will be needed 
to increase exports and reduce imports. Tariffs already in existence 
are therefore not a very serious obstacle to the transfer of any 
but impossibly large amounts. Moreover, as stressed particularly 
by Mr. Hawtrey, even if tariffs render impossible a further increase 
of exports, it is still possible to reduce imports. But if tariffs are 
progressively increased, as during the last few 5 ^ear 8 , then prices 
must fall progressively in the country making payment.^ If the 
very countries which insist on payment being made at the same 
time restrict imports by every possible device to ‘ improve the 
balance of trade ’ and to ‘ protect themselves from foreign competi- 
tion ’ then their policy can only be described as sadistic. It makes 
no difference whether the import restrictions are directed impartially 
against all countries or whether the country making payment has 
preferential treatment. For, as already pointed out, the transfer 
of payments in commodity form is often carried out not directly 
but indirectly, by means of triangular trade. The European 
countries, for example, pay their debts to the United States by 
exporting manufactured goods to South America, while South 
America exports to the United States raw materials and food stuffs, 
on which tariffs in the latter country are low or non-existent. 
Dr. Benjamin Anderson has characterised the policy of the United 
States as follows: ** The debts of the outside world to us are ropes 
about the necks of our debtors, by means of which we pull them 
towards us. Our trade restrictions are pitchforks pressed against 
their bodies, by means of which we hold them off. This situation 
can obviously involve a very painful strain for the foreign debtor. 
The same holds true to an even greater extent of certain European 
countries. 


§ 6. The Tra^nsfek Mechanism in Times of Crisis. 


The reader will already have asked himself how much of the 
tranjifer mochanism remains operative in times of acute financial 
crisis, such as swept over the world in 1931. It has already been 
stressed that under such circumstances international lending — and 


1 / Machlup, ’'Wabmng und AuslandBvenchuldung ’’ in MitUilunain dtf 

Banlcm und Bankitrs, Jahrgang 10 Nr, 7-8, pp. IM 


Economic Bulletin, published by the Chsae National Bank, 14th 
isen, Economic Stabilnatipn in an Unbalancid fForld 


1930; further, Hansen 
(1932), chap. v. 
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with it the possibility of regulating short-term capital movements 
by discount policy — disappears altogether. If the creditors of a 
country lose faith in its solvency and in the stability of its currency, 
they will follow the cry * every man for himself.’ Clearly in that 
case no rise in the bank rate, however large, can * attract ’ capital. 
But this is not all. The collapse may very well spread from the 
international capital market to the currency itself. For the joint 
stock banks try to safeguard their position by discounting at the 
central bank bills to replace the foreign credits which have been 
withdrawn. The central bank then finds its cash reserve melting 
away and the exchange threatening to depreciate. It is thus lured 
into restricting international payments and perhaps fails neverthe- 
less to maintain parity. At first sight one might suppose that, 
in contradiction to our theory, it is after all not purchasing power 
parity but the passive balance of payments induced by the with- 
drawal of foreign credit which determines the rate of exchange. 
But more careful analysis shows that these phenomena in no way 
contradict our theory. On the contrary, their full significance 
cannot be grasped except with its help. 

The deeper cause of a financial crisis may be cyclical or it 
may be a special circumstance such as the outbreak of war. How- 
ever that may be, the crisis is usually precipitated by a sudden 
drying up of the stream of credit. It makes no essential difference 
whether an expansion of credit at home is brought to a halt or 
whether credit is withheld by foreign lenders.® In both cases the 
numerous persons who depend directly or indirectly on the stream 
of capital get into difficulties. In the cyclical change-over from 
boom to slump the industries producing capital goods, in which 
investment was heaviest during the credit expansion, have to 
bear the brunt. Pressure is soon transmitted to the banks which 
finance these industries, and the former seek to protect themselves 
by rediscounting an increased volume of bills at the central bank. 
As soon as important bankruptcies occur panic may easily become 
general, manifesting itself in a run on the whole banking system. 
Not knowing how far the collapse will spread, everyone tries to 
put his money in a safe place. If the panic attains large dimen- 
sions, even the soundest bank will be compelled to close its doors. 
For every credit system presupposes a certain minimum of confi- 
dence, and no bank is able to meet all its obligations simultaneously 
in cash. 

It is usual in such cases for the central bank to intervene, 

* As when cspitsi exports from Americs csessd in 1929 efter the coUepse 
the boom. 

D 
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if the joint stock banks cannot maintain their position by mutual 
support. The history of financial crises provides many examples, 
and if it is really a question of temporary illiquidity due to panic 
withdrawals of money, the intervention of the central bank is 
without doubt calculated to restore confidence. 

If the withdrawal of credit is from abroad if there is in 
addition a flight of domestic capital/ and if the central bank 
cannot obtain sufiBciently large credits from abroad, it can inter- 
vene only at the expense of reserves. But since a fall in the 
reserve proportion diminishes confidence still further and accelerates 
the withdrawal of credit, the scope of this policy is very restricted. 

The central bank must then decide whether to withdraw support 
from the banks in difficulties or whether to strain its credit and 
thus jeopardise the exchange. The choice between these two 
alternatives involves very weighty problems, which cannot be 
adequately discussed here. It is possible that a drastic application 
of the first policy would compel foreign creditors to cease 
withdrawing capital for fear of driving their debtors into bank- 
ruptcy. Tt is moreover arguable that mistrust of ihe currency 
is really due either to the liberal credit policy of the central bank 
or to the expectation, based on past experience and on knowledge 
of the views prevailing, that such a policy will probably be followed. 
On the other hand, there are sometimes strong arguments for the 
second alternative. 

However that may be, our theory of the gold standard 
mechanism remains unaffected. No monetary system can work 
unless its rules are observed. These demand that the central bank 
shall refuse to increase the effective circulation by granting extra 
credit. The currency is then in no danger. For it is almost 
inconceivable that 20 or 30% of the notes in circulation will be 
presented simultaneously for conversion into gold, for the purpose 
of repaying foreign credits. This would constitute an enormous 
deflation, and prices could not help falling. Long before with- 
drawals reached this magnitude the debtors would be bankrupt, 
and payment would automatically come to an end. 

If there is a 40 to 50% gold backing, the exchange is in no 
danger unless the public begins to use foreign money instead of 
domestic money as the normal means of payment. But there is 

® 6’/. notably Machlup, " Theorie der Kapitalflucht/ ’ ia W €ltwiTUchaftUch€$ 
Aichiv^ Bd. 36 (1932), Heft 2, pp. 512 tt stq. ; Th. Balogh, “Borne Theoretical 
A^cts of the Central European Credit and Transfer Crises “ in InUtnational 
AffaxTB, vol. 11, 1932; Marco Fanno, T Tfanitrimtnti Anormati dt Capitali t U 
Crisis Torino (1935). 

’ Whether by the transfer of deposits to foreign banks, or by their withdrawal 
to purchase foreign bills. 
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no reason to expect a flight from the currency so long as the central 
bank eschews dangerous experiments. Experience shows that a 
panic of this kind occurs only where the public has learned by 
bitter experience to expect a currency inflation.® A run on the 
banks, signifying that the public prefers not foreign to domestic 
money but cash to deposits, may lead to bank failures,'* but the 
currency will not be endangered. 

The object of this analysis is to show that such abnormal cases 
neither contradict our theory nor prove the ‘ inadequacy ' of the 
gold standard mechanism. It is not intended to gloss over their 
extreme gravit}' or to deny that a temporary suspension of the 
gold standard may perhaps be the lesser of two evils. 

§ 7. Exchange Conthol.* 

To round off our account of the monetary mechanism, some- 
thing must be said of the attentpts to replace it by state regulation 
excluding the free play of economic forces from the foreign 
exchange market. The endless ramifications of exchange control 
in different countries cannot be examined in this context, but only 
the fundamental principles according to which the point — or point- 
lessness — of an\ particular device can readily be grasped. These 
are themselves easily deducible from the results already obtained. 
For it is by no means the case that under exchange control the 
market mechanism ceases to function altogether or that the laws 
governing it can be ignored. 

The primary function of exchange control is to maintain without 
the loss of goli a rate of foreign exchange higher than that which 

^ This reprfsents a siuldeii contvaolioii of the ‘ cylinder ’ (r/. p. 41). A catas- 
trophic fall in the volume of production would have similar effects. 

® As in America during 1931 and 1933. The number of bank failures was very 
large because the law prohibiting banks from having more than one branch led to 
e^itreme decentralisation. 

10 But as the reader will see for iiimself England ran indulge more safely in this 
policy than countries where the public is prone to panic and where inflation has 
undermined faith in the currency. 

t There is no systematic exposition of this subject, the relevant literature 
being small in quantity and confined to periodicals, many of them weekly papers. 
C/. Machlup, ” Die Tneorie dcr Kapitalflucht/’ WeltvArtschaftHches Archiv^ Bd. 

Heft 2, pp. 512 et seg.; article “ Deviseiibewirtschaftung " in Handwdr ter buck 
des nankwesens (1935) (with Bibliography); Whittlesey, “Exchange Control," in 
American Economic Eeview, vol. 22 (1932), pp. 585-604; Basch, “ Probleme der 
Devisenkontrolle/’ in MxtUxllungtn des Verbandea oaterr, Banken und Banhitray 34 
Jg Nr. 9/10, Oct. 1932; Gross, “ Zielsetzung der Devisenzwangswirtschaft in 
Deutschland und im Ausland, ' in Bank ArchiVy I5th Feb. 1933 ; “ Ausgaiigspunkte, 
Formen und Wirkungen der Devisenzwangswirtschaft," in Archiv fiir Sotialwiaatn- 
achafty vo\, 69, April 1933, pp. 49 et aeq. Enquiry into Clearing Agreements, 
League of Nations Publication (1935). The official regulations in all countries are 
published in extenao at intervals by the Bank of International Settlements. C/. 
further Daa Deviaenrecht der Welt heramgegehen von der AorreapondenZy Industrie 
und Handel, Berlin, Eildien.st veflag. For the legal principles involved, c/. Koppe 
and Blau, Das geaamte Di'nisenreent (19521 
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would rule in a free market. It is also desired in some cases to 
ensure a sufficiency of foreign bills for payments regarded as 
particularly pressing, or to prevent import prices from rising. 
Another very important aim is to discourage the withdrawal of 
money for the sole purpose of converting it into foreign currency, 
and thus to prevent bank failures. But exchange control often 
comes to be used also for protectionist ends,* although this is 
seldom admitted to be its real object. 

As a means of manipulating the exchange rates and preventing 
the outflow of gold the attempt is made to influence both the supply 
of foreign money and the demand for it. But this almost always 
involves the further step of providing that all monetary trans- 
actions with foreign countries, or certain types of transaction, shall 
require the assent of a central authority.^ 

To influence supply the authorities may sell bills out of an 
exchange fund. But this can hardly be called exchange control 
since it is practised by central banks under the ordinary gold 
standard mechanism. A more drastic device is to impound all 
current receipts from abroad. Exporters of goods and services and 
recipients of interest and amortisation payments are not allowed 
to invest the proceeds abroad but must change them into domestic 
money at a fixed rate. A further step is the mobilisation of credits 
or even securities and titles to property already held in foreign 
countries. 

To reduce the dernand for foreign bills certain types of payment 
to foreign countries are prohibited. Payments for imports obtain 
preference over purely financial transactions and interest payments 
over repayments of capital; a distinction is drawn between ‘ neces- 
sary * and ‘ superfluous ^ imports. Foreign travel is prohibited 
or travellers are allowed to take only a certain sum of money with 
them. By transfer moratoria debtors are prevented from trans- 
ferring money to their foreign creditors. In the same way a 
general moratorium provides for the optional or compulsory renewal 
of credits falling due for repayment. Effects similar to those of 
a transfer moratorium are secured by negotiation under standstill 
agreements.^ Thus in 1931 and 1932 Germany’s creditors agreed 
to let their short-term claims remain outstanding or to call in and 
withdraw only an agreed percentage. 

Exchange control is much more likely to be effective in soma 


See below chap, xix, § 6 

4 On said on p. 2^ x.ne xoin ceniury nuiiion svBiem, 

Fripdhlwn - rf literature n confined io periodical#. £?/., 9.0 » 

(Feb 1933 ) and^ Btillhalfcung,” in the monthly ^^hrung und WirUehaft 

Bmk Afkiv, DirBank. DtuUeher 
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circumstances than in others. Two main cases must be dis- 
tinguished : 

(а) The weakness of the exchange, the outflow of gold and the 
' crisis of the balance of payments ’ may be due simply to the "flight 
4>f foreign, and of domestic capital. This differs from ‘ export 
of capital * in being determined not by the ‘ profit ^ but by the 
‘ risk ' factor.® Capital flows as it were up-stream not into countries 
with a high rate of interest, but into countries where risk is small 
and where the rate of interest is generally low. The capital balance 
may be upset in this way by a momentary panic as in America 
(February to March, 1933) or, as in Germany from the autumn of 
1930 onw'ards, disequilibrium may persist for a long time. 

(б) The weakness of the exchange and the outflow of gold may 
be due also to the much more serious fact that the balance of 
payments on income accoit/nt is chronically passive at the given 
exchange rate. If prices and incomes are above the equilibrium 
point relatively to other countries,® then imports — including 
services, interest payments, normal repayments of capital and 
normal movements of capital seeking the point of maximum profit 
— will show a surplus over exports. This can be rectified only 
by restoring equilibrium between domestic and foreign prices : 
either the exchange must be allowed to depreciate or prices must 
be forced down. 

These two cases seldom occur separately and each has a tendency 
to produce the other. As already shown, flight of capital can easily 
lead to credit inflation and, on the other hand, a long-continued 
outflow of gold, resulting from the refusal to adjust prices down- 
w'ards, ends by destroying confidence and producing a flight of 
capital. But nevertheless the two cases must be kept separate for 
purposes of analysis. 

In the former there is a flight of capital but the balance of 
payments on income account remains in equilibrium. Prices are 
not therefore above the long-run equilibrium position, but they 
are nevertheless too high, having regard to the temporary flight 
of capital. To effect the transfer either there must be a painful 
contraction of the circulating medium or, if the capital is replaced 
by credits granted by the bank of issue, the exchange must fall. 
The object of exchange control is to avoid the dilemma by pre- 
venting flight of capital. 

® €f, Machltip, *' Tbeorie der KapiUlflucht,’* in W tUmTUchaftlichts AtcUv, 
▼nl. xxnyi, 1032, . ^ ^ i, u ^ i 

• Either because of inflation or, as already pointed out, because of the refusal 
to keep step with falling pnces abroad. In recent years a number of countries 
have been forced off the gmd standard for this reason. 
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This represents fairly accurately the situation in 1931-32 of 
Germany, where the flight of capital was as a matter of fact 
successfully reduced to manageable proportions. For commercial 
purposes and for the service of foreign loans bills were in principle 
assigned up to 100% of the demand. Moreover, the value of 
the mark was maintained even abroad, and there was no appreci- 
able development of black markets with lower rates of exchange. 

Thus German experience has shown that within certain limits 
the flight of capital can be prevented without crippling the normal 
business of payments on income account. But these limits and 
the conditions which render such a policy possible at all must be 
noted carefully. It is imperative that measures should simul- 
taneously be taken to restore confidence : in particular the currency 
must be stabilised. If the balance of payments on income account 
is passive, then prices and incomes must be lowered by credit 
restriction. Indeed, a surplus must be created on income account 
to provide for such export of capital as eludes even the most rigid 
exchange control. Otherwise gold must flow out or the exchange 
will fall, and in either case the tendency to a flight of capital 
will be strengthened. 

It should also be noted that the best means of stopping the 
foreign creditors from withdrawing their money is to facilitate 
repayment as much as possible. For just as with a run on the 
banks, money will no longer be withdrawn if the creditors feel 
sure of obtaining it whenever they so desire. 

The comparative success of exchange control in Germany must 
be attributed to the fact that credit was adequately restricted. 
The volume of bills discounted at the iteichsbank fell between 
February 1932, and February 1933, from 3295 to 2351 million 
marks. Deflation was of course greatly facilitated by the drastic 
cuts in money incomes initiated by Briining^s emergency decrees. 

Any attempt to discriminate between ' flight of , capital ' and 
‘ legitimate international payments ^ must encounter serious 
technical difficulties. If the tendency to a flight of capital persists 
for long, then transfer moratoria, standstill agreements for short- 
term liabilities and embargoes on the export of notes must be 
reinforced by other devices. For the export of capital can take 
many different forms. Thus current receipts from abroad on 
account of commodity exports^ are not changed into domestic money 
but are invested abroad. If the flight of capital is to be success- 
fully prevented, it must therefore be made compulsory for all 

t services. Hotels, for example, arrange with their foreign guests 

for bills to be paid into an account at a foreign bank. 
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foreign bills received in payment to be banded over. Evasion 
is of course very difficult to prevent entirely, and further com- 
pulsion and control become necessary, to the great detriment of 
international trade. Moreover, import and export invoices must 
be checked to prevent capital being smuggled out under the cloak 
of fictitiously high import prices or low export prices. 

Once the causes producing flight of capital are removed, control 
could be relaxed without a fall in the exchange. But as a rule 
the first type of exchange control degenerates gradually into the 
second. How this happens can be illustrated by the classic example 
of Germany from 1933 onwards. 

Early in 1933, or even before, the policy of restoring inter- 
national price equilibrium by deflating incomes was definitely given 
up. Simultaneously the attempt was made to ‘ stimulate business * 
by pifblic works, which involved a large expansion of credit. The 
question whether this radical change of policy was a good or a 
bad thing is not relevant to the present discussion, but only the 
fact that for various reasons the Government did not dare to chanae 
tile official gold rate of the mark. Gold prices, therefore, rose 
in Germany, while they were falling steadily in the gold-standard 
countries and countries with depreciated currencies. The balance of 
payments thus became increasingly passive, the demand for foreign 
money exceeded its supply, imports increased and exports 
diminished. In this situation it was the task of exchange control 

one moans or another to equate supjilv and demand. 

To increase supply was impossible since depreciation of the 
exchange and a lowering of prices and incomes were both ruled 
out. It was therefore necessary to restrict demand and to dis- 
criminate between buyers. Amortisation payments to foreign 
creditors were suspended, interest payments w ere restricted more and 
more, and their transfer was prohibited; foreign travel and com- 
modity imports were restricted; payment for current imports was 
suspended, &e., &c. 

There are endless devices for preventing or postponing payment 
and directly or indirectly restricting imports;* but the general 
principle is clear enough. In place of the price mechanism demand 
must be adjusted to supply in some other way. Either general 
rules of one kind or another are evolved or it must be decided 
arbitrarily from case to case which imports shall and which imports 

** This policy involves to some extent a vicious circle. Import restrictions raise 
the price of important raw materials, and, notably in the textile industry, these 
are replaced to some extent by expensive and inferior substitutes ; moreover, foreign 
countnes are goaded into reprisals. Thus exports are curtailed and the import 
surplus is not removed. 
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shall not be paid for. Any number of different arrangements are 
conceivable and in fact the regulations were revised every month 
or two according to a * new plan.’ A detailed study of all this 
would be superfluous. Nor need we examine the official pronounce- 
ments explaining the reason of the various regulations, since for 
political reasons they ignored almost everything of real significance. 
Instead of pointing out that the mark was overvalued — chiefly 
owing to the policy of expansion — they emphasised the passive 
balance of payments, for which the unneighbourly refusal of 
foreign countries to accept payment in German goods was made 
responsible. Similarly, instead of high costs they talked about 
the " Exportmtidigkeit ’ of German industry ! 

If a country is prepared to export only- those commodities in 
which she has the greatest comparative advantage, then obviously 
the exchange can be maintained at a much higher rate than if 
the international division of labour is fully utilised. For instance, 
if imports were drastically restricted, soToe German goods could 
still be exported even at an exchange rate of 3 marks to the 
pound, without a deflationary fall of prices in Germany, though 
the standard of living would of course have to be considerably 
reduced. 

Interesting material for observation is provided by clearing 
agreements,^ under which two countries regulate the making of 
payments between them. In both countries importers pay into 
a central account the purchase price of the goods imported; these 
sums are then utilised to pay exporters. In most but not in all 
cases the clearing system covers also amongst other things pay- 
ment for interest and amortisation on debts already contracted. 
Frequently it was the creditor countries who instituted a clearing 
system in order to exact payments due to them. Suppose, for 
example, that Germany has an export surplus with Great Britain, 
which she uses not to pay her British creditors but to purchase 
goods from other countries. Then it is understandable that Great 
Britain will try to impound this surplus by a clearing system. 

Obviously a creditor country cannot exact payment in this way 
unless she has an * unfavourable ’ balance of trade with her debtor. 
If Great Britain had an export surplus with Germany, she could not 
obtain payment even for the whole of her ex|>ort8 out of imports, 
still less could she satisfy those of her nationals who had lent 
money to Germany. The United States have a ^ favourable ’ balance 
of trade with Germany and are therefore from this point of view 
^ * unfavourable ’ bargaining position. 

(Gene^, ll^)***^ Cyieorinp Agrtemsnts published by the League of Nations 
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If a clearing agreement is reached between Germany, where 
prices are above the equilibrium point, and Switzerland, with 
whom she normally has a favourable balance of trade, then imports 
from Switzerland will rise and the export surplus will decrease; 
similarly, imports from United States must fall because there will 
not be enough money to go round. In this way Germany’s clearing 
agreements with Switzerland, Holland, Great Britain, France, &c., 
have considerably altered the channels of international trade. ^ 

Clearing agreements have again and again been made between 
countries whose balance of trade with one another cannot be 
equalised. Where the country with the over-valued currency has 
an excess of imports, ' clearing surpluses ’ accumulate, paid in 
by importers and waiting to be paid out to exporters. In such 
cases the clearing is said to be ' blocked up.’ Foreign exporters 
and other * clearing creditors ’ must wait for their money, which 
is equivalent to a forced loan from one country to the other. 

The clearing agreements were an attempt to get out of the 
impasse into which the independent exchange control of different 
countries had led. But the mistake was made of trying to reopen 
the channels of payment without restoring the mechanism of adjust- 
ment — ^which consists as already shown in the flexibility either of 
prices or of exchange rates. 

In spite of the complexity in detail of exchange control it is 
really not diflBcult to grasp the general situation and to point the 
way out of this tangle of restrictions, prohibitions and regulations, 
if one understands in principle the workings of the inter- 
national monetary mechanism. Most of the ‘ practical ’ men who 
introduced and administered exchange control entirely lacked this 
knowledge. They had to discover step by step through bitter 
experience the principles of international trade — a wearisome pro- 
cess very costly to the economic system. Since 1931 exchange 
control had decimated the volume of international trade. Bilateral 
forms of exchange control, represented most strikingly by clearing 
agreements,* which tend to equalise the balance of payments 
between pairs of countries, have been particularly injurious to 
‘ triangular trade.’® 

^ Vf. F. Hilperdt, The Approach to Bilateralism— a Change in the Structure 
of World Trade” in Index, Stockholm, 1935, and J. B, Condlifle in World 
Economic Survey (19M-55) (published by the League of Nations, 1935), p. 156 
e( Aeq. 

* Multilateral clearing agreements have been much discussed, but not as yet 
put into practice. For the present, Governments have their work cut out administer’ 
ing bilateral agreements! , j 

3 Of, the statistical computations in the Hevitiv of U orJd 7 radc, 1934 (League 
of Nations, Geneva, 1036), p. 67, and Enquiry into Charing Agreements (League of 
Nations, Geneva, 1036). 
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The only way of escape from this pernicious system is to give 
up trying to maintain an artificial rate and to let the exchange 
depreciate in accordance with purchasing-power parity\ In recent 
years Austria and some of the South American countries have in 
this way reached a new equilibrium permitting exchange control 
to be relaxed or abolished. In most cases the exchange is not 
depreciated openly and all at once but step by step. At first 
‘ emergency taxes ^ and * license charges ^ are levied on foreign 
money allotted to importers, and the proceeds are handed over 
to exporters as premiums on the bills which they pay in. The 
extra charges are generally graded, ‘ necessary ’ imports being 
given preference over ' luxury ’ imports. Then they are gradually 
extended and unified until sooner or later depreciation is made 
definitive.'* In this way during 1932 and 1933 exchange control 
was almost entirel}^ abolished in Austria. Hungary, Genimiiy, 
and Itiimania are still (summer 1935) at an early stage of the 
process. Even at the cost of endless difficulties and disadvantages 
they have postponed adjusting the exchange rate, partly from 
stupidity and partly from weakness. For it is a sign of weakness 
that the ueeessarv adjustments of the exchange rate is considered 
likely to cause panic in a country which has experience of inflation. 

The working of exchange control in Germany and in other 
countries duiing recent yeaivS has been by no means uninteresting. 
But the results which it has yielded were easily deducible from 
the theory of international trade, and were, indeed, for the most 
part actually predicted beforehand. 


^ A new form of veiled devaluation ha.s recently (1955) been introduced in Ger- 
many. It consists of a more or less general and uniform export premium. Reliable 
information on the details of this scheme is not available, but the premium ia 
believed to amount on the average to 25 |^r cent, of the export value. While 
under an open devaluation the exporter (seller of foreign currencies) receives his 
subsidy from the proceeds of a premium or surtax on the official rate of exchange 
payable by the importer (buyer of foreign currencies), under this ay stem the sums 
reouired for the payment of export bounties are raised by a special levy imposed on 
industry as a whole ; hence the necessary check on imports is not an automatic one 
but has to be provided — as is actually the case in Germany at present — by adminis- 
trative control and selection of imports through a comprehensive licensing system. 



CHAPTER VIII. 


HISTORICAL ILLUSTRATIONS OF UNILATERAL 
TRANSFER. 

§ 1. General Remarks. 

In economics hypotheses reached by deduction can seldom be 
verified completely by statistics. There is almost always room for 
doubt whether the observed result can only have been produced in 
accordance with the theoretical construction by a certain force 
operating in a certain way. For it is usually impossible to observe 
the effects of one force in isolation from the effects of other forces 
working in the same or in the opposite direction. 

The attempt to find statistical examples for the functioning of 
the transfer mechanism involves two distinct problems. In manj' 
cases it is comparatively easy to trace the influence of unilateral 
transfers on the balance of payments. But it is not so easy to 
trace the price-changes involved in the restoration of equilibrium. 

(n) The first of these two problems is to verify the conclusion 
that when a country makes unilateral payments its balance of 
trade (in goods and services, including the precious metals) tends to 
improve. This means either that an export-surplus is created, or 
that an existing export -surplus becomes larger, or that an 
existing iinport-sur[dus becomes smaller; when transfer ceases 
there should be a movement in the opposite direction. If 
the shifts to be expected on theoretical grounds cannot be detected 
statistically, one is ju'^lified in assuming that the balance of pay- 
ments is kept in equilibriuni by invi.siblc items such as the granting 
of credits or the transfer of titles to property, bankruptcies, &c., which 
.sometimes elude .statistical enquiry. But if the unilateral payments 
are on a large scale, as when capital is imported steadily over a long 
period, then equilibrium must be reached by the movement of 
goods. For in the long period commodity imports and exports are 
the flexible items in the balance of payments. 

To show how equilibrium is reached, one must take into account 
all the trade connections of a country and not merely its balance 
of trade with the particular country to which it makes the unilateral 
payments. For the adjustment almost always invohes the 



92 


INTERNATIONAL TRADE 


* triangular trade/ particularly where a direct adjustment is made 
impossible by tariff barriers. In this case the adjustment will also 
be made largely by means of services on which there are no duties. 
For instance, the United States will receive payment in the form of 
tourist traffic and shipping services. 

(b) The second problem is to verify statistically the shifts of 
price asserted by economic theory to result from unilateral trans- 
fers. But attempts to do so have not hitherto been very fruitful. 
Apart from the Canadian example, where the conditions were 
especially favourable/ the observed price-changes are mostly insig- 
nificant, they often contradict expectations, and in all cases they can 
be attributed to other causes without doing violence to the facts. 
The reason is first of all that there is no theoretical necessity for 
prices in the country making payments to fall relatively to prices 
in the country receiving them : as shown above the opposite is con- 
ceivable. Secondly, there are always other forces at work which 
influence prices. Apart from inflation and deflation, boom and 
depression, there are secular changes of all kinds due to technical 
progress in production and transport, to shifts in demand, to the 
introduction oj abolition of tariffs, &c., &c. It should be noted 
in this connection that at certain stages of the trade cycle the 
export prices of countries producing raw materials move in the 
opposite direction to those of countries producing manufactured 
goods. All these influences on price-levels obscure the effects due to 
unilateral payments — ^which are moreover in themselves complex. It 
is therefore hardly surprising that statisticians have not been able 
to discover many striking examples of recurrent price-changes. 

This negative result is however by no means valueless. For it 
justifies the conclxision that the shifts of price necessitated by 
unilateral payments are of a lower and not bf a higher order of 
magnitude than other influences on the price-level. In particular 
the shifts of price which occur during a normal trade cycle are 
undoubtedly much larger than those due to transfer. 

§ 2. The French Indemnity of 1871. 

Few episodes in modern financial history have excited so much 
astonishment as the successful discharge of the French War- 
indemnity to Germany in 1871. Particularly surprising were, on 
the one hand, the ease and rapidity with which France raised the 
5 milliard francs required — a very large sum in those days. The 

1 C/. 53 below. 
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Indemnity was not spread like German Reparations under the Dawes 
and Young Plans over a large number of annual instalments, but 
had, in accordance with the Treaty of Frankfort, to be transferred 
in a few lump sums by 2nd March 1874. To the astonishment of the 
whole of Europe the final instalment was paid on 15th September 
1873 — a unique example of the prompt unilateral transfer of 
capital. The second point of interest is the comparatively small 
disturbance to European trade caused by the transfer of this sum 
within BO short a period of time. 

In the following paragraphs a short summary is given of (a) 
the actual transfer, (b) the raising by France of the sums required, 
(c) the uses to which the proceeds were put by Germany. 

(a) The sum to be paid was fixed by the Treaty of Frankfort at 
5,315 million francs. From this amount 325 million francs were 
subtracted on account of the railways in Alsace-Lorraine belonging 
to the Chemin de Fer de TEst, whose shareholders were to be com- 
pensated by the French Government : 125 million francs were 
accepted in notes of the Banque de France, but the remaining 
4,865 million francs had to be transferred in gold or in foreign bills. 
There were to be no payments in kind. 

Only a very small proportion of the 4,865 million francs were 
paid over in cash. This part was made up as follows: — 

Id German coins, which for the most part 
had been brought into France by the 
German troops and were called in by the 
French Government, ... - 105 million francs 

In gold bullion, 275 „ ,, 

In silver, 239 ,, „ 

617 million francs 


The whole of the remainder, that is to say much the greater part 
of the whole indemnity, was transferred in bills of exchange. 

(6) Clearly this large sum could not be raised all at once by 
taxation but only by borrowing ; moreover it could not all be saved 
out of current income. Recourse had therefore to be made on a 
large scale to the liquidation of capital already existing in French 
hands. The success of the 1871 and of the 1872 loans was due to 
two circumstances. On the one hand, the national credit had 
remained intact in spite of war and defeat; and, on the 
other hand, France’s foreign investments had by 1870 reached a 
very larga figure. From the middle of the nineteenth century 
onwards France was a typical creditor country, investing much of 
her savings abroad and living to a considerable extent on the 
interest and dividends. The reason why her balance of payments 
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remained for decades, with only short interruptions, passive was 
that the annual receipts from foreign investments exceeded the 
annual exports of new capital. 

Now everything depended on whether the French Government 
could succeed in mobilising these foreign investments. In 1871 
and 1872 two large loans were issued amounting altogether to 5,792 
million francs. The second loan in particular was amazingly 
successful, being ten times over-subscribed. The money came from 
the following sources: — 

(1) About 2,250 million francs were subscribed from abroad, 
an appreciable part from Germany. 

(2) About 2,000 million francs were taken up by French 
nationals, who sold foreign investments for the purpose. This 
meant the transfer of capital on a very large scale. The 
French Government, as it were, indirectly borrowed the foreign 
investments in private hands, thus obtaining the francs neces- 
sary to buy foreign bills. In some cases the Government 
accepted payment for its stock directly in foreign scrip, which 
it could then sell abroad. 

(3) According to MouHon and McGuire one cannot be sure 
where the remaining 1,500 million francs came from. Presuin- 
ablv they were provided in part out of current savings in 
France. 

In any case practically the whole sura required was raised by 
borrowing. Of course the amount of the indemnity had to be 
reflected sooner or later in reduced consumption in France. But 
the burden on the French taxpayer was distributed over a long 
period of time. The annual interest-service on the neiv debt 
amounted altogether to 374.6 million francs. The volume of taxa- 
tion increased from 1869 to 1873 as follows: — 

F'rench Taxation. 



In millions of 

francs. 



Dirfct 

Indirsrt 


Y«fir 

Tftites 

Taxes 

Total 

1869 

676 

1,229 

1,805 

1870 

586 

1,083 

1,669 

1871 

581 

1,239 

1,820 

1872 

605 

1,524 

2,129 

1873 

673 

1.696 

2,371 


France succeeded in paying the actual indemnity surprisingly 
fast. But the ensuing burden on the national exchequer was not 
entirely removed even by 1914, although the rate of interest was 
reduced by conversion operations towards the end of the century. 
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The influence of the indemnity on France's international trade 
is brought out clearly by the following table : — 

Fuange\s Balance of Trade. 



In inilUons 

of francs. 


Year. 

Imports, 

Kuports 

Surplus 

1867 

3,202 

3,085 

- 117 

1868 

3,415 

2,974 

- 441 

1869 

3,269 

3,257 

- 12 

1870 

2,935 

2,915 

- 20 

1871 

3,599 

2,925 

- 674 

3872 

3,603 

3,814 

+ 211 

1873 

3,651 

3,925 

4- 274 

1874 

3,574 

3,806 

-1- 232 

1876 

3,585 

3,968 

+ 383 

1876 

4,046 

3,689 

- 357 

1877 

3,737 

3,552 

- 185 

1878 

4,246 

3,297 

- 949 


The balance of trade was passive the whole time except from 1872 
to 1875 when it promptly became active. The outflow of goods 
began shortly after the first transfers of capital, continued for 
several years, and was then reversed. This is, so far as it goes, 
exactly what one would expect on theoreiical grounds. The further 
question, what proportion of the additional exports found its way 
to Germany cannot be answered with confidence, since the statistics 
of Germany’s foreign trade were at that time still rather unreliable. 
It is nevertheless significant that direcl commodity exports from 
France to Germany, which averaged in 1808-9 only 260 million 
francs rose in 1872-d to 436 million francs. That the increase of 
direct transfer from France to Germany should not have played a 
major part is quite in accordance with the predictions of economic 
theory. Although transfer is normally made in the form of com- 
modities, only part of these are transferred direct from the country 
making payments to the countty receiving them." But in the 
pre.sent example by no means the whole transfer was made in kind. 
For, on the one hand, it is fairly certain that Germany’s increase 
of imports was much smaller than one would expect from the laige 
amount of capital which had been transferred; and, on the other 
hand, the French balance of trade showed an export surplus once 
more as early as 1876. If an amount corresponding to the whole 
indemnity had been transferred in goods, the export surplus would 
have had to persist much longer. 

(c) The fact that less goods were exported from France than 


» In llin CanediMi examole (cf. S 3) imports rose almost to the full extent of 
the lorn?«ntr"cte<J abroad! but only a small proportion of the commodities came 
from England, where most of the capital had been raised. 
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might have been expected can be adequately explained by the 
peculiarities of the German situation after 1871. Part of the 
money was employed for special purposes — ^notably for the intro- 
duction of the gold standard — and was therefore not spent on 
imports. In the absence of detailed statistics the following rough 
summary must suffice : — 

(1) The relatively small sum of 150 million francs ( = 120 
million marks) was deposited at the Fortress of Spandau in 
gold. 

(2) A large sum, estimated at 750 million francs, was spent 
on introducing the gold standard. One of Germany’s chief 
benefits from the indemnity was that gold could be purchased 
without the unpleasant necessity of raising loans or taxes. 

(3) A further sum, which cannot be estimated precisely, 
was expended by the national exchequer on pensions, repay- 
ment of debt, and on military works. 

It would be interesting to trace the effects of the whole transac- 
tion on the economic position in France and in Germany. The 
flow of payments into Germany, by facilitating credit-expansion, 
undoubtedly helped to produce the boom which led up to the 
crisis of 1873. There is no space here for a detailed analysis and, 
particularly as regards the exact course of price-movements, 
statistics are lacking. 

§ 3. Canadian Impouts of Capital 1900-1914. 

Canada’s economic relations with other countries from 1900 to 
1914 provide one of the very few cases where adequate verification 
is possible. Here it can be shown inductively whether the effects 
attributed b^ theory to large capital movements followed in this 
case the taking up of loans by Canada, b.r not. For the loans were 
so large as to overshadow any change, during the relevant period, 
in other factors influencing Canada’s balance of payments. The 
very striking changes which occurred in the latter can therefore 
be imputed almost wholly to the import of capital.^ 

During the last few decades of the nineteenth century the 
annual increase in Canada’s international indebtedness was only 
small: it was exceeded by the annual interest payments on debts 
already contracted. The balance of trade was therefore predomin- 
antly active. After 1900, however, when the western provinces 

3 Cf. the detailed analysis in Viner, Canada's Balance af InUmatumtA Indthiti 
ntsB ( 1924 ). 
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began to deyelop, Canada borrowed from abroad amounts very 
large compared with the size of her population — ^which in 1901 was 
only 5 3 millions. 

Loans were subscribed to the following amounts, and by the 
following countries^: — 


CANADA'S IMPORTS OF GOUNTB1B8 BXPOBTINO CAPITAL 


CAPITAL. 


TO CANADA. 



In thouaandB 

In thousands 

per 

Tear. 

of dollars. 

of dollars. 

cent 

1900-1904, - 

227.792 

Great Britain, 1,763,118 

68 '8 

1905-1909, - 

788,425 

United States, - 629,794 

24-7 

1910-1913, 

1,529,410 

Other Countries, 162,716 

6-6 

Total, 

2,646,627 

2,646,627 



At the outbreak of war this large movement of capital came 
abruptly to an end. 

In the following paragraphs the principal changes to be 
expected, according to the classical theory, are compared briefly 
with the observed facts. 

(a) Balance of Trade. Hypothesis. On theoretical grounds one 
would expect Canada’s balance of trade to become passive shortly 
after the inflow of foreign credits, with import surpluses to about 
the amount borrowed. For geographical reasons equilibrium should 
probably be reached not by the direct purchase of goods in England, 
but indirectly. 

Verification. Canada^s balance of trade in commo- 
dities is represented in the following table by quinquennial totals 
from 1881 onwards* : — 


Canada’s Balance or Trade. 


Year. 

Imports. Exports. 

In millions of dollars. 

Export Surplus. 

1881-1885 

581 

478 

- 103 

1886-1890 

566 

451 

- 114 

18911895 

610 

563 

- 74 

1896-1900 

730 

774 

+ 44 

1901-1905 

1,169 

1,051 

- 118 

1006-1910 

1,627 

1,305 

- 322 

1911-1914 

2,374 

1,484 

- 890 

--1,330 


As one would expect, the import surplus grew rapidly. It should 
be noted that the import surplus from 1900 to 1913 was smaller 
than the amount of capital imported; but the difference can be 


Cf. Viner. oy. c«L, p. 139 , 

Calealated from the exhaustive compilation in Viner, op. eU., p. 
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accounted for by other items in the balance of payments, notably 
interest payments. 

The following table sho^s how important triangular trade was 
in producing the new equilibrium of imports and exports : — 

Canada’s Trade-Balance and Capital-Balance. 


Year. 

Export 
Surplus 
with O.fi. 

British 
Investments 
in Canada. 

In millions of dollars. 
Import 17.8. 

Surplus Investnients 

with U.S. in Canada. 

Import Surplus 
with other 
Countries. 

Investments 
of other 
Countries 
in Canada. 

leoo 

+ 51-9 

10 1 

- 47-2 

17-9 

- 11-5 

3-7 

1905 

-1- 46.6 

76-4 

- 78-8 

32-4 

17-8 

3 7 

1910 

29-8 , 

218-5 

- 161-5 

72-7 

26-9 

22 '1 

1913 

+ 72-3 

375-8 

268*8 

135-0 

- 35-0 

36 -0 

1900-13 

+ 670 0 

1.753 1 

- 1.722 8 

629-8 

-.3021 

162-7 


Throughout the period Canada had actually an export surplus to 
Great . Britain, the country which provided most of the credits. 
For while these were spent on commodities, the latter were pur- 
chased not in Great Britain but in other countries, for the most 
part in the United States.* This was due partly to financial 
reasons — American investors exercising a much more rigid control 
than the English lenders over their Canadian investments — hut 
partly also to geographical and other advantages which American 
exporters had over their British competitors/ This is quite in 
accordance with the fact, as shown by the following table, that 
Canadian exports were considerably larger to Great Britain than 
to the United States; — 


Canadian Exports to Great Britain and to the 
United States. 



To Great Britain 

To the 

United 

States. 

Year. 

In millions 
of dollars. 

As a per cent, 
of total exports. 

In millions 
of dollars. 

As a per rent, 
of total exports. 

1900, 

96-0 

59 1 

52 6 


32 1 

1905, 

97-1 

50-1 

70-4 


36-9 

1910, 

132 2 

48-2 

104-1 


38 U 

1913, 

215-3 

50 0 

163-4 


37 ® 

The fact that 

capital 

imports were 

balanced 

by 

commodity 


imports not directly but ‘ triangularly ’ renders possible a verifi- 
cation of the theory in other particulars. For theory asserts that 
the intermediate stages (outflow of gold, shift of prices, &c.), while 
superfluous where equilibrium is reached directly by purchases in 
the lending country, must necessarily occur where the adjustment 


* Of course the Americans also loaned money to Canada. But Canada's iurplus 
of imports from the United States exceeded her imports of capital from that 
country by about 1,000 million dollars. 

7 lot further details cf. Viner, op. cit, pp. 284 et seg. 
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is indirect.* In the present case one expects therefore the whole 
mechanism of adjustment to be called into play. That this was 
actually the case can be demonstrated point by point. In contrast 
to the indemnity of 1871 it is possible here to obserre statistically 
not only thetfirst and the last link in the chain of causation, t.e., 
the movement of capital and the change in the balance of trade in 
commodities, but also the intermediate links. 

( 6 ) Gold Movements and Volume of Circulation. Hjrpothetis. 
On theoretical grounds one would expect considerable imports of 
gold into Canada shortly after the loans had been made. 

Verification. That this was so is shown by the follow- 
ing table : — 


Changes 

IN Canada’s 

Volume of 

Coined Gold. 


In thnufiandH 


Id thousands 

Year. 

rtf dollars. 

Year. 

of dollars. 

1900 

+ 432 

1907 

-f 350 

1901 

- 64 

1908 

+ 1,806 

1902 

+ 449 

1909 

-f 568 

1903 

-f 923 

1910 

+ 999 

1904 

-h 654 

1911 

+ 2,349 

1905 

- 26 

1912 

- 112 

1906 

-f 423 

1913 

+ 1,622 


The total volume of bank credit, represented by the note issue 
and by short-term credit held at Canadian banks, rose during the 
same period from about 350 million dollars in 1900 to over 1,100 
million dollars in 1913. As already noted* the increase in the 
volume of currency and of credit preceded by a short interval the 
corresponding inflow of gold. But this is only a slight modiflcation 
of the theory, according to which the inflow of gold normally 
precedes the expansion of credit based on it. Such modifications 
always have to be made where the transfer and utilisation of loans 
is in the hands of a complicated banking organisation. In many 
cases the Canadian banks made advances to. their customers as soon 
as it was known that the latter had been successful in raising a loan 
in London. The sum in question either remained in London or — 
more frequently — was credited, in the first instance, at Ne^ York 
to the Canadian banks, which had already expanded credit by 
increasing the supply of liquid resources. The funds remained in 
New York until the Canadian banks called them in, to adjust their 
cash reserves to the increased volume of credit. The gold did not 
actually flow into Canada until this happened. As one would 
expect, the selling rate on New York was low and the selling rate 
on Canada in New York was high during the whole of this period. 

8 Of p 73 and Taussig, International Trade (1927), pp. 124 et seq. 

» Of. p. 62. 
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That this state of affairs persisted for years^ g^^ixig rise to a steady 
inflow of gold from New York into Canada, can only be explained 
by the continued use of this method of raising foreign loans, which 
went on until 1914. 

(c) Prices, This is perhaps the most interesting aspect. The 
predictions of theory can be verified with surprising accuracy. 

(1) Changes in General Price-Levels, Hsrpothesis. One 
would expect a rise of Canadian prices and perhaps a fall of 
British prices compared with the ‘ world price-level.' Since 
world prices rose between 1900 and 1913 one would expect, 
therefore, a rise in Canadian prices larger than and in British 
prices smaller than the rise in world prices. 

Verification. As shown by the following table, the 
development was therefore exactly as one would expect : — 
General Price Levels.^ 



Canada. 

World. 

Great Britain. 

Year. 

Unweighted. 

Weighted. 

Unweighted. 

Weighted. 

1900 

1000 

100-0 

100-0 

1000 

1901 

98-8 

100-2 

99-8 

96-7 

1902 

1007 

103-6 

1020 

96-4 

1903 

1021 

103-7 

102-3 

969 

1904 

1020 

104-5 

1009 

98-2 

1905 

1051 

107-6 

104-6 

97-6 

1906 

110-9 

113-5 

1087 

100-8 

1907 

116-6 

122-1 

113-8 

106-0 

1908 

111-6 

118-2 

109-4 

103-0 

1909 

112-0 

119-4 

110-0 

104-1 

1910 

114-7 

121-0 

112-8 

108-8 

1911 

116-8 

1239 

1163 

109-4 

1912 

124-2 

136-0 

122-6 

114-9 

1913 

124-8 

131-9 

121-2 

116-5 


It is particularly interesting to compare the movement of prices 
in Canada with that in the United States. In the period under 
review the United States also imported capital, but to a smaller 
extent than Canada. One would therefore expect prices to rise 
there more than in Great Britain or in the world as a whole but 
rather less than in Canada : — 


Whot.esalb Prices in the United States. 


Year. 

Unweighted. 

Weighted. 

Year. 

Unweighted. 

Weighted. 

1900 

100-0 

100-0 

1907 

117-2 

117-3 

1901 

98-2 

98-8 

1908 

111-1 

113-6 

1902 

102-1 

106-2 

1909 

114-5 

1210 

1903 

102-8 

106-2 

1910 

119-1 

124-7 

1004 

1022 

107-4 

1911 

116-9 

118-5 

1905 

104-9 

106-2 

1012 

120-9 

126-0 

1906 

110-8 

1099 

1013 

122-3 

124-7 


1 Seated from Viner, loc. cit. Prices in 1900, when the capital movements began, 
equal 100. 
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It is particularly significant that price movements in Canada and 
in the United States respectively, after keeping fairly close together 
for the greater part of the period, diverged during the last three 
years, when Canadian imports of capital were particularly large. 
Prices now rose in Canada considerably faster than in the United 
States. 

(2) Changes in Sectional Price-Levels. Hypothesis. One 
would expect that, compared with world prices, the price of 
imports would fall, that of domestic goods would rise, and that 
of exports would also rise, but to a smaller extent. For 
domestic prices are affected only by conditions at home, exports 
also by conditions elsewhere, and imports for the most part 
only by the latter. Since world prices rose one would expect 
domestic prices to rise most, those of exports to rise less, and 
of imports still less. 

Verification. The anticipated results are con- 
firmed so accurately by the following table as to require no 
further comment : — 


Domestic, Export and Import Prices in Canada. 


Year 

Duineaiic Uoodti 

ExporUi. 

Imports. 

1900 

1000 

lOO-O 

100-0 

1001 

1115 

101-7 

04-8 

1902 

118-5 

102-8 

92-5 

1903 

119.1 

103-3 

07-7 

1904 

1191 

104-0 

94-0 

1905 

1200 

107-9 

98-3 

1906 

122-8 

115-5 

107-3 

1907 

1356 

124-4 

114-2 

1008 

133-6 

110-9 

99-5 

1900 

141-0 

123-6 

102-2 

1910 

145-7 

125-7 

105-0 

1911 

151-4 

129-0 

103-8 

1912 

161-8 

138-8 

113-1 

1913 

161-7 

133-9 

114-1 


§ 4. German Reparations.* 

(a) Introductory. There can be no doubt that German Repara- 
tions form the largest unilateral transfer in economic history. The 


3 Bibhographiccd Note. The literature on Reparations is very extensive and 
only a few of the more important works can be mentioned here. Most of them deal 
also with Inter- Allied Debts, but the latter problem has been discussed— anart from 
official publications on the various agreements, &c.— chiefly in MnodiciaB of one 
kind or another. Moulton and Pasvofiki, War Debts and World ^oswnty (1932). 
Das Beparationsprohletn; V erhandlungen and Outachten det Konftrtmen von 
PyrmOfSund Berlin, 1929 [Vtr6^tntlichung dtT Fntdrteh ^t-Ge»tlUehaft, 

2 Bde.). Moulton, The. Eepmation Plan Moulton and McGuir^erm^y « 

Camcttn to Pan (1933). Bergmann, The HtUory of ReparationtJl^S^. Auld, 
The Dawet Plm and the Nel> Eeonomict (1M7) M. J. Bonn, Der t/ene Plat, 
tils Orunilagt det DeuUehtn Wittsehaftsrdlitik (1930). 
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time is not yet ripe for a sober and exhaustive examination sine ira 
et studfio of this unique phenomenon. For the post-war period is 
not yet at an end and its passions have still to die down. Moreover, 
in this case the problem is far more complicated than in the 
Canadian example. The whole series of events took place in an 
economic system already shaken to its very foundations. The War 
and the Peace Treaties had produced revolutionary changes and 
disturbances in the social order, and a new equilibrium had not yet 
been reached. Simultaneously the drama of inflation was being 
played out. Whereas the Canadian example approximates to the 
conditions of a laboratory experiment, in this case the complex of 
intersecting movements makes it almost impossible to disentangle 
the different strands of causal connection. 

Here moreover — once more in contrast to the Canadian example 
— there existed the problem of raising the sums to be transferred. 
Theoretical analysis has shown that the difficiilties due to this 
cause are in part similar to the difficulties of transfer, and that 
they are in any case so closely bound up with the latter that it is 
almost impossible to disentangle them. It should not be supposed, 
merely because the actual mechanism of transfer is the same in botli 
cases, that capital imports and political payments have similar 
economic consequences. 

Reparations, which poisoned international politics and wrought 
untold mischief, have not survived the unparalleled economic crisis 
of the last few years. The conclusion is often drawn that the 
transfer of such enormous sums is outside the bounds of possibility 
altogether. The prevalence of this idea may be welcomed on 
political grounds, as a guarantee that the attempt will not be 
repeated; but in view of the many complicating and disturbing 
factors at work, the conclusion itself is nevertheless premature. It 
must be repeated that the time is not yet ripe for a final judgment. 
We give therefore only a short historical summary, followed by a 
very tentative analysis. 

(b) Historical Summary. From the Treaty of Versailles to the 
London Ultimatum. The Treaty of Versailles did not fix the 
amount of Reparations to be paid by Germany but merely laid down 
that the sum-total should be determined within two years of the 
Treaty being signed. For this purpose the signatories appointed 
the Reparations Commission, whose terms of reference were to assess 
the total losses suffered by the Allies and the consequent total of 
liabilities incurred by Germany under Article 231 of the Treaty, 
having regard to Germany’s capacity to pay. 

The years up till 1921 were occupied by Inter-Allied conferences, 
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to determine what sum was to be extracted from Germany, and how 
it was to be divided. At first, opinion was very much divided on 
both points, the powers being united only in fantastically over- 
estimating Germany’s capacity to pay. Germany was at first 
excluded from discussions on the sum-total to be paid. The Allies 
negotiated with Germany only over the provisional settlement of 
particular questions. Thus in June 1920 the first monthly requisi- 
tions of coal were settled at Spa. 

At the conference of Boulogne in June 1920 the Allies reached 
agreement on the sum-total of Reparations. This agreement was 
elaborated and in part revised in January 1921 at Paris, where 
the following scheme of payments was drawn up: — 

(1) 226 milliard gold marks in 42 annual instalments rising 
gradually to G milliard marks per year. 

(2) 12% of the annual value of German exports. 

(3) The cost, to be determined later, of the military occupa- 
tions, of Inter-Allied commissions, &c., &c. 

The Paris Agreement, which was denounced by some allied 
statesmen as too lenient, showed what order of magnitude the final 
demandvS of the victorious powers would assume. Germany fought 
desperately for revision. Thus Herr Simon, the German Foreign 
Minister, made a counter-offer of 50 milliard gold marks, less 
the amount already transferred, calculated at 20 milliards. But 
the Allies rejected this offer and applied sanctions. They occupied 
Duisburg, Dtisseldorf and liuhrort, put tariffs on imports from 
Germany, and erected a customs-barrier in the Rhineland between 
the occupied area and the rest of Germany. 

On 27th April 1921, more than two years after the Armistice, 
the sum-total of German Reparations was definitely fixed by the 
Reparations Commissions at 132 milliard gold marks, and on this 
basis at the Reparations Conference which met in London on 1st 
May 1921 an agreement was reached with the following provi- 
sions r — 

(1) 132 milliard gold marks, less the amounts already paid. 

(2) Responsibility for the debt, of about 6 milliards 
contracted by Belgium during the war to her allies. 

(3) The whole amount to be paid in annual instalments of 
2 milliards plus 26% of the value of German imports, starting 
from Ist May 1921; 1 milliard to be transferred within a 
month. 

These demands were coupled in the London Ultimatum, with the 
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threat to apply aanctions by occupying the Ruhr. Germany's 
political impotence finally compelled acceptance on 11th May 1921. 

From the London Ultimatum to the Dawes^ Agreement. During 
the next eighteen months various matters of detail were negotiated 
between Germany and the Allies. Thus, at Wiesbaden in October 
1921, Rathenau and Loucheur settled provisionally what payments 
were to be made in kind for reconstruction of the French devastated 
areas; and this settlement was modified soon after in an arrange- 
ment with the Reparations Commission allowing reparations in 
kind to be transferred without restriction. But the main provisions 
of the London Agreement very soon proved unworkable, since 
Germany was unable to raise the necessary volume of foreign bills. 
Application was therefore made in December 1921 for a mora- 
torium, and at the conference of Cannes ( J anuary 1922) the annual 
payments were reduced provisionally to 1,450 million gold marks 
in kind and only 720 millions in cash. But as early as April 1922 
Germany was compelled to ask for further postponement, and, 
finally, in September a short breathing space was allowed her to 
balance her budget and to stabilise the mark. 

In November 1922 an international committee of experts 
reported that stabilisation would be impossible without a longer 
moratorium. Germany therefore applied towards the end of 1922 
for a year’s moratorium and continued thereafter to press for 
revision on that ground. 

But by this time France had conceived the policy of ensuring 
reparation payments by a kind of mortgage, no longer merely on 
public revenue but also on industrial concerns. A pretext offered 
itself late in 1922 when the Reparations Commission decided, against 
the vote of the English representative, that Germany had defaulted 
on the payments in kind.^ An * Industrial Ruhr Commission ’ 
was therefore despatched early in 1923 to supervise the Ruhr Coal 
Syndicate as a means of exacting payment in kind; and on 11th 
January 1923 60,000 French and Belgian troops marched into the 
Ruhr to enforce its decisions. 

Germany thereupon suspended all reparation payments to 
France and Belgium and attempted passive resistance. As^a result 
the civil and military organs of occupation could only carry through 
their measures in many cases by force. 

In the autumn of 1923 Germany had to give up passive resist- 
ance under pressure <of the financial and economic chaos resulting 
from the inflation by which it had been financed. She near urged. 

^ 145,000 telejj;raph poles had not been delivered and the arnonnis of wood and 
roal were slightly below specification. 
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with redoubled vehemence a Bcaling-down of Reparations and in 
particular an enquiry iato her capacity to pay. Moreover, while 
recognising in principle the French demand for guarantees, she 
pointed out that a mortgage, e.g.^ bn the State Railways would be 
just as valuable to the Allies as the seizure of German industrial 
concerns. 

Those Allied powers which had not joined in the occupation of 
the Ruhr were favourable to this solution. After some delay France 
also gave her consent and on 30th November 1923, by a resolution 
of the Reparations Commission, two expert committees were 
appointed undor General Dawes and Mr. M'Eenna. They presented 
their report on 19th April 1924. 

It is not for us to say how long the Allies seriously believed 
in the 132 milliards of the London Ultimatum, but at any rate 
by the end of 1923 the necessity of revision was almost universally 
recognised. Nominally the Dawes Committee was concerned bnly 
with methods of balancing the German budget and stabilising the 
mark, and the M'Eenna Committee with the extent of the flight of 
German capital and with possible ways of forcing it to return. 
But at a time when the belief in the indissoluble connection between 
stabilisation and Reparations had become general, the question of 
the sum-total to be paid would clearly not be passed over in silence. 
Although the London Agreement was not officially abrogated, 
nevertheless the acceptance of the Dawes recommendations was in 
effect a first step towards revision. 

The Dawes Agreement. The political basis bf the Dawes Agree- 
ment, which attempted only a provisional settlement, was still the 
Treaty of Versailles. Germany must pay Reparations to her utmost 
capacity; but for this very reason her economic and monetary 
system should not be subjected to too great a strain. For this dual 
purpose a complicated system of mortgages and of international 
supervision was devised by the Dawes Agreement, of which the 
main provisions were as follows ; — 

(1) Germany's Liability. After a complete two years* 
moratorium in the interests of German financial recovery, 
Reparations were to be paid in annuities rising by 1929-30 to 
2,500 million marks and remaining thereafter at that amount. 
In addition there were to be supplementary annuities, varying 
in accordance with a complicated index of national prosperity.^ 

* More recent calculatioiiB hove shown thei this provision would probably hove 
meant an additional burden rather than a safeguard in bad times. For the indra 
included factors regarded as ‘ symptomatic,* such as the volume ox trade and me 
consumption of com ; but these factors tend in the long run to riw faster than the 
atandwd of Uving. Cf. SolUu, " Der Wohletandsindex— die Bedeutung eeines 
FortfoUi ■’ in DtuUUantU geparationalatt, 1930, pp- 60 
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Of the 2,500 million marks 960 millions were to be paid 
annually for thirty-seven years, while annuities consisting of 
the remaining 1,540 millions and of the surplus already men- 
tioned were to be continued indefinitely. This meant in effect 
the payment of tribute for ever. The sums mentioned were 
to cover all Obligations including the cost of the military 
occupation, &c. A ' gold clause * provided that the nominal 
amounts to be paid should vary with changes in the purchasing 
power of gold. 

(2) Restrictions on Transfer, In contrast both with the 
previous settlement and with the Young Plan, Germany’s obli- 
gation was in this case limited to handing over the annuities 
in marks to the Reparations Agent, a trustee who was to be 
responsible for actually changing the marks into foreign money 
and handing over the proceeds to the Governments receiving 
Reparations. If the German exchange threatened to depre- 
ciate, transfer was to be suspended. In that case the sums 
paid over in marks should accumulate up to 5 milliard marks. 
If this limit was reached further contributions were to be 
reduced in amount. 

(3) Obligations Laid on the German Ecorwmic System, The 
fixed period annuities of 9G0 million marks were to be raised 
not by the national exchequer but by the State Railways and by 
German industry. The railways were to be responsible for a 
total of 11 milliards, industry for a total of 5 milliards.® 

(4) Methods of Guaranteeing Stability. The Reichsbank was 
put under international control and its independence of the 
German Government was laid down in international law, A 
board of fourteen directors — seven Germans, seven foreigners — 
was to examine the reports of the Bank and a foreign commis- 
sioner was to supervise the note-issue and the reserve-propor- 
tion. Any attempt to use inflation in the struggle against 
Reparations was rendered impossible by these very drastic 
provisions. 

(5) Loan to Germany. Finally, it was decided to issue an 
international loan, with the proceeds of which Germany was to 
pay the first Dawes annuity. 

The Young Plan, The Dawes Agreement was regarded from 

* It was hoped by the creation of marketable securities to commercialise this 
part of B^arations. But the hope was vain so long as restrictions on transfer were 
maintamed. For foreigners purchasing these debentures could not be certain of 
receiving payment in foreign money; which meant, at a time when the memory of 
inflation in 1923 was still fresh, that only part of the 16 milliards could be floated. 
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the beginning only as a provisional settlement. Not only was this 
clear from the Agreement itself, which in particular fixed no limit, 
as regards the greater part of Reparations, to the number of 
annuities : it was also stressed repeatedly both by the original com^ 
mittee of experts and later in the reports of the Reparations Agent. 
By the end of 1928 various circumstances pointed to the necessity 
of a speedy and final settlement. 

The Dawes Plan was intended above all to show by experiment 
the extent of Germany’s capacity to pay.® But all it proved was 
that during the four experimental years the sum envisaged could 
be transferred in the first instance without serious difficulty. It did 
not prove very much about Germany’s capacity to pay; for Repara- 
tions were financed out of the enormous foreign loans raised 
concurrently by the Reich, the states and private industry. The 
Reparations Agent did not wish Germany’s foreign debt to increase 
indefinitely, but he feared that without foreign credits the Dawes 
annuities could not be transferred. He tlierefore pressed for 
revision. 

The transfer restrictions which had at first been welcomed even 
in Germany, came to be regarded as a comparatively ineffective 
guarantee of stability. On the other hand, they clearly had the 
disadvantage, already mentioned, of hampering the commercialisa- 
tion of Reparations ; by which it had been hoped to turn Reparations 
from a political into a quasi-commercial problem. 

A conference of experts met at Paris in February 1929 under 
the chairmanship of Owen Young and presented its report on 7th 
June. On this basis the new Young Plan was elaborated by two 
political conferences held at The Hague in August 1929 and in 
January 1930, and formulated, along with various political provi- 
sions (including the evacuation of the Rhineland) in a number of 
agreements and protocols. This settlement was regarded as final. 

The main provisions concerning Reparations were as follows: — 
(1) The Dawes annuities, definitely fixed neither in number 
nor in size, were replaced by 69 annuities averaging 1,989 
million marks and coming to an end in 1988. Further, in 
accordance with the separate agreement of J uly 1929, Belgium 
was to receive between 9.3 and 26 million marks annually 
until 1966, on account of paper marks issued in Belgium 
during the German occupation. Finally, there were to 
be annuities representing the cost of the American Army 
of Occupation and claims to compensation of American 

• C/. Bonn, Dtr new« Plan (1930), p. 28. 
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nationals. Of the Young annuities proper 660 .million marks 
were to be raised and transferred unconditionally. But 
Germany could apply to the new Bank of International 
Settlements, set up to receive these payments, for a two 
years* transfer moratorium on the remainder, and twelve 
months after this had been granted also for a mora- 
torium on payment, both up to half the current amounts. 
The assent of the creditors was not to be required 
but only a hona fide declaration by Germany that her 
economic and monetary stability would be endangered ^ 
by the transfer of the whole postponable annuity. A sub- \ 
committee of the Bank of International Settlements would then 
examine the position and, if necessary, recommend revision. 
There were no other safeguards. Once more, Germany had to 
procure the foreign money herself. 

(2) The mobilisation of the unconditional annuities was 
begun by the issue of ‘ Young Loan * to the value of 200 
million dollars/ the proceeds being handed over to the Powers 
receiving Reparations, and Germany accepting responsibility 
for interest and amortisation. At the same time Germany was 
granted a loan of 100 million dollars to assist the State 
Railways and the Post Office. These two operations were com- 
bined in a single issue of 300 million dollars — under the 
somewhat misleading title of * International b\% Loan of the 
German Reich ’ — to be repaid or repurchased within thirty-five 
years. It was offered for subscription in a number of countries. 
The equivalent in marks of the total issue was 1,473*6 million 
marks, of which Germany received one-third or 491*17 millions. 
Interest and amortisation on this portion, as opposed to the 
other two-thirds, did not constitute true reparation payments. 

(3) The index of prosperity and the gold-clause were 
abolished. 

(4) The whole burden was laid once more on the national 
exchequer. Private industry was freed from all liability, and 
the debentures — including those of the State Railways — already 
issued were cancelled. The railways had however to pay a 
special reparations-tax of 660 million marks. 

(5) International control was abolished, and with it the 
foreign Commissioners and Representatives on Boards of 
Directors, the Reparations Agent and, finally, the Reparations 
Commission itself. 

^ Ihe rest of the unconditional annuities were never commercialised. 
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(6) The Bank of International Settlements, founded by the 
seven countries concerned including Germany, was charged 
with the technical management of reparation payments. 

From the Young Plan to the Treaty of Lausanne. Although 
Reparations raised important economic problems both for theory 
and for practice, the main problem, that of the sum-total to be 
paid, was essentially political. But this obvious truth was obscured 
between 1923 and 1931 by attempts to commercialise Reparations 
and by the efforts of one expert committee after another to deter- 
mine ^ by scientific methods ' Germany’s capacity to pay. People 
were slow to realise that one could not pass judgments having 
scientific validity about the future capacity to pay tribute of two 
whole generations* Thus the Young Plan, which — in contrast to 
the Dawes Agreement — was to settle the total amount definitely, 
lacked scientific foundation, just like any other conceivable settle- 
ment extending over more than a very few years. There can be 
no doubt that the virtual cancelling of Reparations at Lausanne 
was due primarily not to any new assessment of Germany’s capacity 
to pay but to the new political situation. 

It could be determined with fair certainty whether or not pay- 
ment was possible in the immediate future. The world-wide 
depression which began in 1929 was particularly severe in Germany 
and by the summer of 1931 it became very questionable whether the 
Young annuities could any longer be paid. The Young Plan was 
kept nominally intact by President Hoover’s proposal for a mora- 
torium — from July 1931 till June 1932 — on all political war-debts. 
The Hoover Plan affected Germany as follows. By the London 
Protocol of August 1931 and the Berlin Supplementary Protocol of 
June 1932 the conditional annuity was postponed, and while the 
ODOonditional annuity, which France would not allow to be 
formally postponed, was paid over, an equivalent sum was lent to 
the German State Railways. When soon after the Hoover Declara- 
tion, Germany’s bank-crisis began, the Government demanded that 
— as provided for in the Young Plan — the advisory committee of 
the Bank of International Settlements should meet to consider what 
was to be done on the expiry of the Hoover Year. 

Germany’s strenuous and successful defence of the mark put her 
in a strong bargaining position. The committee reported on 23rd 
September 1931 that — in accordance with the Young Plan and in 
view of the serious position which still persisted despite the 
measures taken — Germany was justified in declaring payment of 
the next conditional annuity to be impossible. The committee 
reported further that the Young Plan was based on assumptions 
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which) under the abnormal conditions prevailing throughout the 
world; were unlikely to be realised again for some time. The 
Allied Governments should therefore take the necessary steps 
without delay. 

In view of this report no one was surprised when in. January 
1932 Dr. Briining announced that the payment of Reparations 
cbuld not be resumed after the moratorium, and that he would be 
satisfied only with total cancellation. But, while the necessity of 
postponement was universally recognised, it was still felt in some 
quarters abroad that Germany might be capable of further pay- 
ments after a period of convalescence. 

The Lausanne Agreement. By the agreement reached on 9th 
July 1932 Reparations were reduced to 3 milliard marks, to be paid 
by the German Government to the Bank of International Settle- 
ments in 5% redeemable bonds. The scrip was not to be issued for 
three years, it was to be redeemable at any time up to 37 years, 
and the conditions of issue were carefully laid down. Germany's 
other liabilities were all cancelled except the service of the Dawes 
Loan and of the 1930 Young Loan. Since, as already mentioned, 
two-thirds of the service of the latter represented reparation- 
payments for which Germany got no compensation, a reparations- 
burden was in effect maintained to this amount. On the other 
hand, it was only a small part of the total, since not only did the 
whole of the conditional annuities disappear but also that part of 
the unconditional annuities the commercialisation of which was 
provided for but never carried out. 

This arrangement was to take effect immediately on ratification. 
But it subsequently came out that the Allies had reached a separate 
' gentleman’s agreement ’ providing that ratification of the agree- 
ment with Germany should be conditional on a satisfactory 
arrangement being reached between themselves and their own 
creditors. Otherwise ' the legal position of all the interested 
parties would revert to that obtaining before the Hoover Mora- 
torium.’ Thus the connection between Reparations and Inter- 
Allied Debts, denied by Germany and ignored in the Lausanne 
Agreement itself, was asserted in this special agreement. The 
whole settlement therefore had provisionally no very firm legal 
foundation. But for the time being Germany was relieved of all 
reparation payments. For the London Protocol and the -Berlin 
Supplementary Protocol of J’une 1932, implementing the Hoover 
Moratorium, were prolonged till either the Lausanne Agreement 
should come into force or one of the main signatories should refuse 
to ratify it. 
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(c) Reparations y Balance of Trade and International Indebted- 
ness, For the years preceding 1924, when the Dawes Agreement 
came into force, not even a rough picture of the connection between 
reparation payments, the balance of trade, and the balance of 
indebtedness can be obtained. For it is almost impossible to deter- 
mine how much was actually paid. The contradictory and often 
fantastic estimates of the sums involved include the value of 
State property in the ceded territories, unpaid claims on Germany’s 
allies, the value of military equipment surrendered, &c., &c. Since 
these estimates® do not confine themselves to effective transfers, 
they are useless for studying the influence of Reparations on foreign 
trade. No definitive classification and computation of the amount 
actually transferred exists. Moreover in the period in question 
everything else was overshadowed by the effects of inflation. 

Reparations can be transferred either by raising credits abroad 
or by creating an export surplus. In this connection the purchase 
of gold or foreign currency by the central bank must be regarded 
as export and their sale as import. The four magnitudes, trade in 
commodities, movements of gold and currency between the central 
banks, short- and long-term capital .movements and Reparations 
formed the main items in the German balance of payments between 
1924 and 1931, Reparations were purely debit-items, whereas the 
other three items appeared both on the debit and on the credit side. 
One would expect the volume of Reparations roughly to balance 
the surplus on the first three magnitudes combined, since the 
remaining items in the balance of payments [i.e., any surplus or 
deficit on services and on interest) were comparatively small. As 
imports of capital exceeded exports of capital for each year from 
1924 to 1930, there was a surplus throughout, represented in the 
statistics of the balance of payments by positive magnitudes. The 
crucial item was therefore the balance of trade, including gold- 
movements, &c. According as it was active or passive, the follow- 
ing equations should hold approximately: — 

With an active balance of trade. With a paaaive balance of trade. 

Reparations = Export Surplus. Reparations + Import Surplus. 

+ Capital Imports. = Capital Imports. 

The symbol ' == ’ represents not exact equality of the annual 
magnitudes but roughly parallel movements from year to year. 

In each year except 1924 and 1931 movements of gold and 
currency were comparatively small and exports and imports in the 

^ Cf.i t.g., Lujo Brentano, Was DtuUMand gtzahlt hat (1Q22); Moulton and 
McGuire, Gerrnany's Capacity to Pay (1923); Benedikt Kautsky, Eeparationm und 
Eiistungen (1931). 
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above equations can be adequately represented, as in the following 
table, by the statistics of trade in commodities : — 

Reparations, Trade Balance and Capital Balance. 

In milliards of marks. 


Year. 

Re|»aratioiu. 

Import 

Snrplue. 

1+2. 

Capital 

Imports. 

Export 

Surplus. 

4+6 


1 

2 

S 

4 

6 

6 

1924 

0-3 

1-8 

21 

2-6 

— 

2.6 

1925 

1.0 

2.6 

36 

1-4 

— 

14 

1926 

12 

— 

1-2 

1-5 

0.8 

23 

1927 

1-6 

30 

4-6 

3-5 

— 

3.5 

1928 

20 

13 

3.3 

31 

— 

31 

1929 

2-5 

— 

26 

1.7 

— 

1-7 

1930 

1-7 

— 

17 

1-1 

1-6 

2-7 

1931 

10 

— 

10 

0-6 

2-8 

3.4 


In 1926 there appears to have been no asset to balance the large 
liability of 3,500 million marks consisting of reparation payments 
and the import surplus. But it is almost certain that in that year 
capital imports were appreciably larger than appeared in the statistics 
of the balance of payments. The item ' unclassified capital 
movements ’ reached the considerable sum of + 1,700 million marks. 
If the whole of this remainder is added to capital imports, the total 
(3,100 million marks) approximately balances the deficit mentioned. 
Similarly for 1929, when the balance of trade showed neither an 
import nor an export surplus, there must be added to the surplus 
of capital imports (1,700 million marks) unclassified capital imports 
of 1,000 million marks. The total surplus of capital imports (2,700 
millions) is then approximately equal to the amount paid in 
Reparations. 

In 1930 there was an apparent discrepancy in the other direc- 
tion, capital imports plus export surplus being far in excess of 
Reparations. The explanation is that in that year there was a 
large passive balance of interest payments. If this liability of 
1,000 millions is added to Reparations, then total liabilities exactly 
equal total assets at 2,700 million marks. 

With these reservations the figures show approximately parallel 
changes in columns 3 and 6 respectively, thus confirming the equa- 
tions set out above. 

For 1931, on the contrary, corresponding movements cannot be 
established. Reparations, at about 1,000 million marks, were con- 
siderably exceeded by the export surplus of 2,800 million marks. 
But the capital balance was not passive, as one would expect both 
on general grounds and also from the historical situation: on the 
contrary, it showed net capital imports of 600 million marks. 
Rediscount credits and short-term foreign loans showed a surplus 
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of 486 millions over repayments, and the movement of long-term 
capital still showed a small import surplus, chiefly owing to the 
release of German property abroad. On the debit side there were 
indeed net payments of 1,300 millions, but these were more than 
compensated by the large exports of gold and currency. There 
must therefore have been some item or other unaccounted for, and 
the assumption is plausible that a large proportion of the with- 
drawals of capital which undoubtedly took place in 1931 were not 
represented in the official statistics. In fact no less than 2,923 
million marks were included on the debit side as ' unclassified 
capital movements/ and the * Statistisches Reichsaml commented 
that the greater part of the unexplained surplus was probably due 
to a decrease in short-term foreign debts, particularly with- 
drawals of credit not negotiated through banks. 

§ 5. iNTEH-AnLiEi) War-Debts. 

This problem is closely connected with the Reparations ques- 
tion. The idea of linking the Inter-Allied War-Debts with the pay- 
ment of German Reparations was conceived as early as 1922, 
During the next few years ‘ funding agreements ’ were reached 
between the various Allies, fixing definitely the amounts to be paid 
and the methods of payment. By the time of the Young Report — 
on which a definitive arrangement about German Reparations was 
to be based — the complex of Inter-Allied debts and claims was in 
the main already settled- The Allies now proceeded — in a supple- 
mentary memorandum, which though not forming part of the 
Young Report itself, was signed simultaneously with it at the 
Hague — to couple German Reparations with the settlement of Inter- 
Allied indebtedness on a permanent basis. 

This memorandum was based on the principle that all the net 
liabilities of the Allies between 1931 and 1988, as provided in the 
funding agreement, should be covered by German Reparations. The 
German annuities from 1967 to 1988 were to be only to this amount, 
whereas from 1931 to 1966 they were tq yield a surplus or 
' indemnity nette/ 

The United States was in effect to be the final recipient of all 
the Inter-AHied debt-payments. For each of the Allied Powers in 
Europe owed the United States a sum larger than its net receipts, 
if any, from the other Allies. 

The following table is divided into two parts. The first shows 
the total net liabilities of the Allies, which extended from 1923 

* Wirtaehaft und Statistik (1952), No. 10. 

E 



Assets and Liabilities of the Allies according to the present Funding Aoeeemints. 

lu millioos of inarka. 

Rates of exchange — £l = 20 ‘4*29 marks; = 4‘198 marks; 1 Greek franc = 0*81 marks; 1 French franc = O' 16 marks; 

1 lira = 0'221 marks. 
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Net indebtedness, -19,100 -43,253 - 14,802 - 2.974 , - 1,738 , - 1,209 , -562 . -466 -84,104 j +84,104 
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to 1990. In the second the net liabilities from 1931 to 1988, which 
were to be covered by German Reparations, are calculated 
separately’ 

According to this table, for the period from 1931 to 1988 a total 
of 84,104 million marks was to be covered. But in accordance with 
a supplementary agreement Germany had in addition to pay Italy 
a series of annuities (Golddepotzahlung) amounting to 443 to 454 
million marks from 1931 to 1988. The total sum to be covered 
represented therefore 84,547 million marks. ^ 

Of this total 50,737 millions belonged to the years 1931-1966, 
the remaining 33,810 millions to the years 1967-1988. German 
Reparations, which in accordance with the Young Plan totalled 
110,736 million marks for the whole period from 1931 to 1988, were 
graded to cover exactly the 33,810 million marks of 1967 to 1988 
and to yield a total surplus of 26,189 millions in the period from 
1931 to 1966. Thus over the first thirty-five years 65 96% of the 
German payments were to be paid out again by the countries 
receiving Reparations, and 34 04% were to be retained by them. 

The following summary shows what proportion of German pay- 
ments the different countries were to retain as an ‘ indemnite nette * 
and what proportion they were to pay out again in settlement of 
their net funded liabilities: — 

Ultimate Destination of Repak.atjons. 


1D67-1988. 



Required for 
payment, of 
foreign debts. 

Available 

surplus. 

Required for 
payment of 
foreign debta 

Available 

eurplue. 


per cent. 

per cent. 

per cent. 

per cent. 

France, - 

61-53 

3847 

99-93 

0-07 

Great Britain, 

86-72 

13-28 

100-02 

-0-02 

Italy, 

8179 

1821 

100-01 

-001 

Belgium, 

39-71 

60-29 

100-00 

— 

Roumania, 

82-57 

17-43 

101-41 

-1-41 

Jugoslavia, 

21-29 

78-71 

99-80 

0-20 

Greece, * 

- 122-94 

-22-94 

99-48 

0-52 

Portugal, 

54-99 

45-01 

99-67 

0-33 

Total, 

6596 

34-04 

100-00 

0-00 


The net payments required by the funding agreements repre- 
sented a definite annual charge on the national exchequer. It was 
therefore only natural that the attitude of the various Allies to 


^ The figures are taken from Die inteTalliierten Schvldtn, Einzelschriften zur 
Statistik des Deutechen Reiches (1930), pp. 72 tt seg. 

® The division of this total between countries represents the Youne Plan not 
in its original form but as revised slightly by later agreements. In the case of 
Greece no arrangements were ever mad© to cover the whole net payments by 
German Boparatioi^a. These discrepancies cancel out in the total of 84,547 million 
marks. 
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the cancelling of Reparations should be greatly influenced by the 
extent to which each required the Young annuities to cover such 
fixed charges. As already noted, Greece^s obligations were higher 
than her Young annuities. Of the other countries Great Britain, 
Roumania, and Italy had to pay away the largest proportion of 
their receipts from Reparations between 1931 and 1966. In the 
case of France this proportion was appreciably smaller, though it 
should not be forgotten that, as shown by the table on p. 
114, France’s absolute ‘ net liability ’ was considerably larger than 
that of Great Britain or Italy. The country with the largest rela- 
tive surplus of receipts over payments was Jugoslavia. 

From 1967 to 1988 the whole of the German annuities, with 
small discrepancies each way which in the total cancelled out, were 
to be passed on in settlement of the debts to America. 

The Order of Magnitude of Inter-Alhed Debts. There is a 
tendency to exaggerate the size of the European War-Debts to 
America. In Great Britain and in other European countries it 
has become almost an article of faith that War-Debts block the path 
to economic recovery. 

The burden on the national exchequer involved by the raising 
of the necessary sums is a separate problem which cannot be 
examined here : we are concerned only to throw light on the ques- 
tion whether transfer was possible. For this purpose the amounts 
of the annuities will be compared with the volume of international 
trade — the main item in the balance of payments — done by the 
countries concerned, in order to show how exaggerated is the idea 
that they are so enormously large. 

For the years 1931-35 — to select for comparison the liabilities 
of the present and the immediate future — net receipts or liabilities, 
as the case may be, amount in millions of marks to the 
following : — 

Net Receipts oh Liabilities, 



Uiklted Statea 

Great Brltala. 

France. 


(Net Receiptfl). 

(Net Liabilitiee). 

(Net LiabUitles). 

Year. 


Id oilUlone of marlEa 


1931 

959 9 

3133 

479-6 

1932 

937-2 

3066 

418-7 

1933 

937-6 

311-3 

459-9 

1934 

1,128-6 

407 0 

5017 

1935 

1,191-2 

402-3 

564.3 


Total, 5,154.6 

1,7427 

2,4244 

Anniial average, 1,030-9 

348-5 

484*9 


The average annual rec‘eipts of the United States mey be com- 
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pared with the volume of American exports for 1929, 1930 and 
1931, and the ayerage liabilities of Great Britain and France with 
their annual volume of imports in the same years. The figures of 
foreign trade, as calculated in the Vierteljahrsheft fur Konjunktur- 
fonchung (VI1/2/B, pp. 137 et seq.) in terms of marks, were as 
follows : — 

Total Expoets or Imports. 


Tear. 

American Exports. 

British Imports. 

In milUoni of mnrks. 

French Import! 

1029 

26,660^0 

22,662-0 

0,576h 

1930 

15,849.8 

19,506-0 

8,638B 

1931 

10,0080 

15,218-4 

6,966-0 


It will be seen that the average annual receipts of the United 
States according to the present arrangement represent only a small 
addition to the receipts from exports in the past few years. In 
the same way the average annual liabilities of Great Britain and 
France do not form any very considerable addition to the debit-side 
of the balance of payments. Moreover, as shown by the following 
table, even the annual surpluses of exports or imports, as the case 
may be, are of a much greater order of magnitude than the average 
debt-payments given above : — 

Export or Import Surpluses. 


’'•nr. 

Unilvd Stntos. 

Great Britain. 

In millions of marks. 

France. 

1929 

4 3,535-2 

-7,785-6 

-1,329-6 

1930 

+3,279-6 

-7,874.4 

-1.5912 

1931 

+ 1,406-4 

-7,797-6 

-1,944-0 


It should be noted that even changes from year to year in the 
figures of international trade are often considerably larger than 
the debt-annuities. These are also of a much lesser order of magni- 
tude than other main items in the balance of payments, such as 
movements of capital. 

Those comparisons show that the quantitative importance of 
Inter-Allied Debts has been much exaggerated. If any connection 
is to be established between War-Debts and the economic crisis or 
its liquidation, this can only be in terms of complicated chains of 
indirect cause and effect. 




PART I. 

B— THE PURE THEORY 
OF INTERNATIONAL TRADE. 




CHAPTER IX. 


INTRODUCTION. 

§ ]. The Problem Stated. 

Up to thf^ present we have simply taken it for granted that 
international trade is earned on. We have supposed that a whole 
ranf,^e of goods are normally exported and imported in large 
quantities and that, moreover, international payments must also 
be made for other reasoii^i. Upon these assumptions we have reached 
a number of important results. We liave explained the forces 
which determine rates of exchange, and the relation between the 
pri(‘es and price-levels of different countries. We have learned 
that exports are (^oiiueiUed with imports and that, taking aeeonnt 
of the ‘ invisible items ' in the balance of payments, the two must 
he equal. We have analysed the mechanism wdiich equalises the 
two sides of the balance ol payments and makes possible the transfer 
of uiiilaieral pauiicuts. The fact that ibis equalisation must 
take place, and that in the long run it can come about only through 
appropriate changes in the balance of trade in the wider sense, 
that is through change^ in the imports and exports of goods and 
services, has been pioved. We must now show how it comes 
about, in the .sense of showdiig wdiich goods will be exported and 

imported and what conditions are necessary for an exchange of 

goods between countries to take place at all. 

These questions can si'arcely be separated in a presentation of 
tlie pure theory of international trade, to which they belong, 

from the question of what advantages international trade brings 
to the various countries which engage in it. For the question, 
“ why does an exchange of goods between two countries lake 
place? ’’ is usually au.swere(l ]»y, “ Ina'anse the interiialional divi- 
sion of labour makes it profitable,” and the (iiiestioii, “ whi(‘h g«)0(h 
will a country export? ” by “ those Avhich it is esjiccially suited 
to produce.'’ This question of the advantages of inleruatioual 

trade is especially to the fore in the classical theory of the subject. 

But this" in no w^av robs that theorv of its scientifi(' (diaracter. 

1 . ^ 

The classical ihoorisls were indeed concenuHl mainly '.\illi llie 
bearing of their analysis npon questions of trade jiolicy ; they used 
it as a weapon to attack Protection, and this even iufluenci'd llie 
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form in which they presented it.^ But the correctness of their 
theory does not depend upon the value judgments they drew from 
it ; and the political standpoint plays no part in the content of 
their analysis. In a later chapter^ we shall discuss more fully the 
relations between value judgments and theory in the sphere of 
trade policy, and the meaning of the statement that every dictum 
as to trade policy implies a value judgment. But it would be 
pedantic, besides hampering the exposition, to refrain from drawing 
at once certain obvious conclusions as to trade policy from the 
theoretical analysis of the next three chapters. 

§ 2- The Available Theoretical Systems. 

There are four theories available for us to utilise in explaining 
why export and import take place at all and in what cin uinsiances 
certain goods will be ex])orted and certain others imported. These 
four theories more or less supplement one another, but they have 
been propounded by different writers and have never been combined 
into a synthesis. 

(Ij AVe have, in the first place, the Theory of Comparative Costs, 
to which we have already made frequent reference. This theory 
developed out of the classical Labour Theory of Value. We 
probably owe it to Col. Robert Torrens,'* but to-day it is linked 
with the name of Ricardo, who gave it its classical formulation 
in the famous chapter VII of his Principles.^ John Stuart Mill 
made important additions to it, and it was taken over and amplified 
by Cairiies and Bastable. Its latest and most detailed exposition 
is to be found in the classic work by Professor Taussig entitled 
International Trade.^ The theory is fairly generally accepted 
to-day in England and America. It has not met wdth a sympathetic 
reception in Germany and France, owing to its close association 


1 ViTier even lielieves that their choice of analytical tools, namely of ‘real 
cost ’ tlieoMcs, was dictated hy tlieir politicu economic aim Cf. “ The Doi'tnne of 
( ornparativc Cost,” W dt imrtHchatUich^B ArcAiv (Oct. 1932), vol. 36, pp. 401 ef. sea. 

2 C-iiap, xiv 

’ Thf‘ fCrOnoiinsts Jiffutcd 0808). 

^ Upon the question of priority, see the discussion between E. Seligmanri and 
Fudessor J Hollander, “ Ricardo and Torrens,” Economtc Journal (1911), vol. 21, 
p. 448. SeliLmiann a.Sfribes the development of the fundamental principle to 
Xorrens; Profe.ssor Hollander believes that it was formulated for the first time 
1 Di ^ Letter an the True Principles oj Advantageous Exportation 

(lolo). is a work by an unknown author who develops and applies the 

principle of comparative co;^t with astonishing clarity. It was rescued from oblivion 
and published in heonoinica (Feb. 1933), by Professor Arnold Plant. 

i ' I Graham, “The Theory of International Values Re-examined/* 

QmrUrly Journal of Economics (Noy. 1923), vol. 38, pp. 54*86, and especially J. 
1932)^ vol Gt.ctrme of Comparative Cost,*' W eltwirtse.h^ftliches Afchiv (Oct. 
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with the Labour Theory of Value, but most Italian economists 
accept it.® 

(2) Another theoretical apparatus for solving certain problems 
of international trade is due to Alfred Marshall.^ We shall become 
more closely acquainted with it in chapter XI. Marshall employs 
so-called reciprocal supply-and-demand curves. This theory forms 
an essential supplement to the theory of comparative costs ; indeed, 
the latter, if carried through to its logical conclusion, merges 
into the former. Marshall also quite explicitly bases himself upon 
Ricardo® and especially upon J. S. MilPs Theory of International 
Values. 

(3) We have already observed that the Theory of International 
Trade must be regarded as a special case of general economic 
theory. Hence it must be possible to apply the general theory 
of economic equilibrium to this special case. This has in fact been 
done by Pareto.® 

(4) The doctrines of Richard Schuller^ and Enrico Barone^ 
constitute a fourth type of international triide theory. These iwo 
writers both deal with the same suhjcct-malter, but they employ 
different techniques: Schuller uses arithmetical examples while 
Barone works with curves Both apply the method of partial 
equilibrium, which is involved in the familiar supply-and-demand 
curves for a particular commodity, to the international exchange 
of goods. Hence they do not give us a complete model, but always 
show only particular sections of the whole structure. 

These four theories are not mutually exclusive; on the contrary, 
they supplement one another. Hence a systematic exposition can 
very well make use of all four. W© shall begin with the theory 

^ Cf., t.g , Professor Cabiati, Scamti InternazionaU « Polxtica Bancaria in 
Begtme di Montia Sana td Avanata (1929). 

7 Cf. his pamphlet, The Pure Theory of Foreign Trade. This was first pri- 
vately printed in 1878-9. It wa.s used extensively by Fantaleoni in his Pun 
Economics in 1898, and was reproduced with considerable alterations and additions, 
in Marshall’s last work, Money ^ Credit and (Unmnerce (1923). The original 
pamphlet was reprinted, together with The Pure Theory of Domestic Values ^ by the 
London School of Economics as No. 1 of its Series of Remmts of Scarce Tracts i#» 
Economic and Political Science. Cf. also Edgeworth, The Pure Theory of Inter 
national Values in Papers Relating to Political Economy (1925), vol. 2, who makes 
a truly ingenious use of the Marshallian curves Auspitz and Lieben in their 
dntersuchungen ubtr die Theorit der Preise (1889) employ similar curves. 

® Cf. especially appendix H in Monty^ Credit and Commerce. 

® Cf. his Cours d^Economit Politique (1896), vol. 2, and his “ Teona raatematica 
del Cambi Forestieri ” in Oiornalc degli Econonusti, Serie 2 (1894), voL 8, pp, 142 
et seg. See also Yntema, A Mathemnfiral Reformulation of the General Theory of 
fn^erna/io7ii!i^ Trade (1932). 

^ Schutzzoll und Freihandel (1905). 

3 Grundliige der theoretischen Natwnahkonomie : German translation by Hans 
Staehle, with an introduction by J. Schumpeter (1927. New edition 1935). The 
same curves as those used by Barone are used also by t'uiiyiighain. Geometricfit 
Political Economy (1904). 
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of comparative costs, since this makes the most drastic hypotheses 
and thereby achieves the greatest simplification. We shall then 
pass on to the Marshallian theory, and finally we shall apply the 
all-embracing theory of economic equilibrium to our problem. We 
shall have to make an extensive use of the theory of partial 
equilibrium — particularly in many special problems — in Part II, 
which deals with Applied Theory. 

But there is little point in saying any more about the reciprocal 
relations of these four theories before we have become better 
acquainted with them. 



CHAPTER X. 


THE THEORY OV COMPARATIVE COST,^ 

§ 1. The International Division of Labour and the Difference 
IN pRoDunioN Costs. 

To the question which goods a country will import and which 
it will export, the classical theory gives the following answer. 
Each country will produce those goods for the production of which 
It is especially suited on account of its climate, of the qualities 
of its soil, of its other natural resources, of the innate and acquired 
capacities of its people, and — this must be given special emphasis 
— of the real rapitaP which it possesses as a heritage from its 
past, sucli as buildings, plant and equipment, and means of trans- 
port. It will concentrate upon the production of such goods, 
producing more of them than it re(jnires for its own needs and 
ox(‘hanging the surplu.s with other countries against goods which 
it is less suited to produce or which it cannot produce at all. 

Supposing for the moment that there are only two countries, 
each will supply its owm needs lor goods whose conditions of pro- 
duction are about the same in both countries, or which cannot 
be transported, or whose transport costs more than offset the gain 
from specialisation. Bui in the production of other goods a 
division of laliour will come about,, under unrestricted trade, 
between the countries concerned. This division of labour will 
clearly represent a gain to the world as a whole in so far as it 
enables more of each good to be produced tluin would otherwise 
be the case. We shall consider, in the course of our discussion, 
how this total gain is distributed among the participating countries 
and whether there may be particular exceptions to the general 
rule that every country gains by this international division of 
labour. 

In order to discuss the iniernalional division ol labour more 
precisely, we must turn to tlie Doctrine of Cost Differences, of which 
the Theory of Comparative Cost is a special case. Whether one 

^ Cf, the works of Ricardo, Mill, Cainies, Bastable, Taussif;, alr<?a.dy cited. An 
excellent and very precise presentation is that of Viner, “ The Doctrine of Com- 
parative Cost,'* W diwifUckaftlichtB AtcMv (Oct. 1932), vol. 36 ^ cf, Harrod, 
InUrmtional Economics (1933). 

* Especially stressed by Mises, “ Das festanpelegte Kapital ” in Econommhc 
OmUUtn^ Festschrift fur 0. A Verijn Stuart (1931), pp. 2U et scg., reprinted in 
Mises, Orundprobhmt der Nationaldionomie (1933), 

lL>r) 
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country is better suited than another to produce a given commodity 
and, if so, by what extent, is exactly expressed by the difference 
between the two countries in the cost of producing a unit of that 
commodity. That country is better suited for the production of a 
particular good which can produce it more cheaply, that is to say 
at less expense per unit. 

It is common knowledge that the classical economists used the 
Labour (Cost) Theory of Value. This theory asserts that goods 
are exchanged against one another according to the relative amounts 
of labour embodied in them. Quantities of goods which have 
equal prices embody equal amounts of labour. Adam Smith gives 
the following well-known illustration. If with the same expendi- 
ture of labour one can kill either one beaver or two deer, then 
one beaver will always exchange in the market against two deer. 
If this ratio were different, for example one beaver against three 
deer, deer would no longer be hunted, for everybody would turn to 
killing beaver in order to exchange them in the market against 
deer. The supply of beaver would increase and the supply of deer 
would diminish until the ‘ normal ’ exchange-ratio was again 
established. Thus exchange-ratios or prices are determined solely^ 
by relative labour costs, through their influence upon supply and 
demand. 

This doctrine simplifies reality too much to be adequate. 
Broadly speaking, it is valid under the assumptions that all lahoui 
is of the same quality, of the same irksomeness, that every occupa- 
tion is open to all, that labour is the only mobile factor of 
production, and that there is tree competition between the workers. 
In reality, some of these assumptions are never true and some 
are not always true, so that the Labour Theory of Value, at least 
in its simplest form, breaks down. In particular, the element of 
time, which gives rise to interest, is a difficulty which it cannot 
surmount. 

In spite of the defectiveness of this theory, we shall adopt it 
as our provisional point of departure. It will greatly facilitate 
the analysis, and, fortunately, we shall be able to show that the 
deductions obtained with its aid do not depend for their validity 
upon its assumptions. We shall end by discarding the theory, 
with all its assumptions, without having to discard the results 
obtained from it : these will remain, just as a building remains 
after the scaffolding, having served its purpose, is removed. Since 
we shall use the Labour Theory of Value only as a provisional 
hypothesis to help the analysis, we need neither state all its 
assumptions exactly nor concern ourselves with the supplementary 
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hypotheses which have been suggested to make it correspond more 
closely to reality. We shall only remark that account must also 
be taken of the previously performed labour stored up in the form 
of instruments of production. One can, of course, substitute for 
Labour ' real cost ’ or, in Pigou’s phrase, ‘ resources in general.' 
Thus some writers speak of the available productive resources of 
a country, measured in units of ‘ a typical combination of labour 
and capital,' being directed into this or that channel. I am well 
aware that these concepts, which certain Cambridge economists 
in particular like to employ, are not entirely satisfactory, but 
we can admit them in our provisional hypothesis. 1 must beg 
the reader to bear with the sweeping simplifications with which 
we must begin. As we continue, we shall abandon these assumptions 
one by one, in order to reach an approximation to reality. But 
the only possible method is to proceed from the simple to the 
more complex. 

§ 2. Absolute and Comparative Differences in Production 

Costs. 

The classical doctrine assumes that labour is (completely mobile 
within a country and therefore distributes itself among the different 
branches of production in such a w^ay that its marginal productivity 
is everywhere equal to its wage. This rule does not apply to 
international trade, since labour is not mobile between countries. 
It cannot move from one industry to another if the two industries 
are in different countries, and hence Labour Cost cannot regulate 
Supply. 

This immobility of factors between two countries clearly will 
not matter if the distribution of labour between them happens to 
be the same as that which would come about under complete 
mobility. In such circumstances an exchange of goods will take 
place only if each of the two countries can produce one commodity 
at an absolutely Joicer 'production cost than the other country. 
Suppose, for example, that country I can produce a unit of com- 
modity A with 10 and a unit of commodity B with 20 labour-units, 
and that in country II the production of a unit of A costs 20 and 
a unit of B 10 labour-units. Then country I will confine itself to 
the production of A and country II to the production of B. Exactly 
the same would happen if I and II were parts of one country ; 
given an appropriate distribution of labour between I and II, 
there is no economic reason for migration. We speak of an absolute 
difference in costs because each country can produce one commodity 
at an absolutely lower cost than the other country. It is self- 
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evident that in such a case a division of labour between them must 
lead to an increase in total output. 

A large part of world trade rests upon absolute differences in 
cost. One thinks at once of the trade betw^een the temperate zones 
and the tropics. However one may interpret the concept of ' real 
cost,' tropical products, if they can be grown at all in the temperate 
zones, can be grown there only at much greater cost. (One recalls 
the wt?Il-known remark of Adam Smith that grapes could be grown 
even in Scotland— under glass.) The same applies to the exchange 
of goods between agricultural countries with fertile land and 
industrial countries with deposits of coal and iron. 

Ricardo starts from another state of affairs, apparently less 
favourable to Free Trade, which he considers typical. He assumes 
that one of the two countries can produce both goods with a 
smaller expenditure of labour (cost) than the other country. In 
chapter VII of his Principles he gives the following celebrated 
example : 

In England a unit of cloth costs 1(1(1 and a unit of wine 120 
hours of labour; in Portugal a unit of cloth c(;sts 90 and a unit 
of wine 80 hours of labour. Were such a (‘.ost-coiivstellation to 
exist between two districts wiihin a country, all goods would be 
l)roduced only in that district where costs were lower. If the 
conditions of production were more favourable south of the Thames 
than north of the Thames, workers would migrate from the north 
hank to the south. Rut in international trade it is usually not 
})ossible for factors of production to move from one country to 
another. The great achievement of the classical economists was 
to prove that, nevertheless, an international division of labour 
would take place. They showed, moreover, that this would benefit 
both the more favoured country and also t)ie country wliose con- 
ditions ut production were less favourable in every branch of 
industry. 

Let us return to our arithmetical example. Portugal has an 
absolute superiority in both brandies of production. This 
superiority, however, is greater in wine than in cloth; she has 
a comparative advantage in the production of wine, since here her 
cost-difference is relatively greater than in the case of cloth. For 


80 

f2() 


is 


les-< tlian 


90 

100 


The exact meanitig of ‘ comparative advantage * should be noted. There must 
be at least two countries and two goods, and wo have to compare the ratio^ of the 


Or the difference, in tliis case 120 -80. But it facilitates the computation to 
operate with ratios rather than differences. 
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costs of production of one good in both countries with the ratio of the costs of 

( 90 \ 

ibO/' Expressed in words: 
I'ortugal has a comparative advantage over England in wine relatively to cloth. 
Conversely, the disadvantage of England is greater in wine than in cloth. Stated 
in another way, England ,has an absolute disadvantage in cloth, but at the same 

( HO 90 \ 

i ‘''u Too) 

states the position exactly ; and the position assumed in our previous example of 
reciprocai absolute differences in cost can be ataLcd in the same form, namely 
/lO ‘20 \ 

vid < f(v . 


The theorem can be expressed algebraically. Let us call the labour cost of 
good A in country 1 aj and in country 11 Uy, and the labour cost of good li 
in country I bj and in country IJ Ihj, Then there is an al)soluto difference in costs if 


• Country 1 has an absolule advantage over country II in A, and 

& 2 ^2 

country II has an absolute advanUge over country I in B There is a compara- 
tive difTerence in costs il - < , - < 1- This moans that country I has an absolute 

tt.j h^ 

superiority over * country ll in both goods bat that its superiority is greater in 


A thjin ill B. 

The conclusions which wo shall draw from cases of comparative differences 
in costs will apply equally to cases of absolute difforen^'es. We have hitherto 
distinguished between the two only because the advantage of international 
exchange is self-evident in cases of the latter type but requires a brief demonstra 
tion ill cases of tie former lype 


Let UB reiiiin to the illustration given by Ricardo. Suppose 
there were no commodity trade between the two countries. Then, 
in accordance with the relative costs, an exchange-ratio will he 
established in England ol 1 unit of wine against 1.2 units of 
cloth, and in roriugal of 9 units of wine against 8 of cloth, that 
is to say of 1 unit of wine against 0.88 units of cloth. We roust 
emphasise at once that the main task of the labour-cost hypothesis 
is to determine these exchange-ratios or relative prices — in dis- 
tinction to the absolvte money-prices, to determine which an 
assumption must he made concerning the quantity of money. ** 
vSuppose now that trade takes place It is clearly advantageous 
to Portugal to send wdne to England, where a unit of it commands 
1.2 units of cloth. Under our provisional assumption that within 
each country labour is completely mobile between the various 
industries, Portugal will take to producing wine instead of cloth. 
England, on the other hand, can obtain wine at much less expense 
by specialising upon the manufacture of cloth and exchanging 
the cloth with Portugal against wine. For Portugal there is a 
sufficient inducement to engage in international trade if 1 unit of 
wine commands a little more than 0.88 units of cloth; for England, 

4 It will be necessary to bear in mind this function of the simplifying assump- 
tions of the Labour Theory of Value when we later discard them. 
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if a little less than 1.2 of cloth must be given for 1 of wine. 
Hence any exchange-ratio between 0.88 and 1.2 cloth against 1 
wine represents a gain to both countries. Let us suppose that 
the exchange-ratio which becomes established is 1 to 1. Then 
for every 100 labour-units which England Bend's to Pdbrtugal, 
embodied in the form of cloth, she receives 1 unit of wine which, 
in the absence of international division of labour, would have cost 
her 120 labour-units to produce for herself; and Portugal obtains 
cloth at a cost of 80 per unit whereas to produce it for herself 
would cost 90. 

The consequence is that each country specialises upon that 
branch of production in which it enjoys a comparative advantage, 
thereby obtaining a greater total product from its given factors of 
production. 

It has often been pointed out that the same principle of comparative advan- 
tage applies to the division of labour between particular pcisons All gain if the 
better qualified persons concentrate upon the more difficult tasks although they 
themselves could perform the less difficult tasks better than those who do in 
fact perform them. Thus the business manager will employ a book-keeper even if 
he himself is better at book-keeping than the man he employs.^ It pays him to 
concentrate upon the task or t^ks in which his superiority, and therefore his com- 
parative advantage, is greatest. The arithmetical examples which we have used 
to illustrate the international division of labour can be api^lied equally W'ell here 

But the division of labour between persons is rather different from that between 
countries or districts, (a) The former often consists in different persons performing 
different processes in the production of a common product, as in a factory, so 
that their individual products are not exchanged again.st one another. The 
division of labour between occupations corresponds much more closely to the inter- 
national division of labour, since the products of the farmer, baker, tailor, and 
80 on, are exchanged against one another, (b) The other, and more important, 
distinction is that specialisation by person.^ increases the capacity of each to per- 
form the task on which he specialises : practice makes perfect. We do not think 
of this circumstance, or at any rate not primarily, when we speak of the advan- 
tage of division of labour between countries. This is because lliat advantage 
would remain even if a country were large enough to permit of complete personal 
division of labour without having any intercourse with the rest of the world. 
Such a country could enjoy even in isolation all the advantages of specialisation 
by persons; the advantages of international division of labour, of specialisation 
by national areas, would be an additional and independent influence ® 

The economic relations between two countries may provide an analogy to the 
increase in personal capacities resulting from the division of labour between persons 
in that one country alone may constitute too small a market to permit a plant of 
optimum size to be set up in some particular branch of industry. This applies to 
mauy small countries, such as Austria and Switzerland and Czechoslovakia. 

® Cf, especially John D. Black, I ntTodnetion to 'Production Economics (19261, 
pp. 129 et seq., and J. D. Black and A G. Black, Production Organisation (1929), 
which contain numerous illustrations. 

® This was reco^ised, for example, by Cairnes, who distinguished between 
^o advantages of international division of labour : (a) that resulting from the 
Principle of Comparative Costs and (h) the improvement in personal skill through 
^ecialisation upon particular tasks {ef. Some Leading Princi^cs of Political 



THEORY OF COMPARATIVE COST 


131 


Technical developments have increased the optimum size of the plant in many 
jndustries, and the home market of a small country could not absorb sufficient 
sales to make it profitable to set up a plant of optimum size if that size were very 
large. But this point takes us out of the realm of free competition, to which we 
are for the present restricting ourselves. For if there is not room in an economy 
for a number of works of optimum size, this must lead to a monopolistic situation.’ 


§ 3. The Order of Treatment to be followed. 

We' must at once begin to make our highly simplified model 
a more accurate representation of reality. The present section 
recapitulates our simplifying assumptions and states the order 
in which they will be discarded to be replaced by more realistic 
ones. All these simplifications constantly give rise to annoying 
misunderstandings. Somebody or other is always trying to show 
that the Law of Comparative Cost is valid only under the simple 
assumptions upon which it was originally formulated. But we 
shall demonstrate that this is not so and that the simplifications 
merely help the exposition without affecting the essentials of the 
matter. 

(1) Our first modification must be the introduction of money. 
In an economy which practises division of labour, goods are not 
exchanged directly against other goods, but goods are bought with 
money. People do not think of the exchange-relations between 
goods in 7uitura but of money-prices. The flow of international 
trade is determined directly by absolute differences in money- 
price and not by comparative differences in labour-cost. Our first 
task will be to explain the mechanism by which the latter are 
transformed into the former.^ 

(2) * We must next enlarge our model so that it applies to more 
than two goods and to more than two countries.® 

(3) We have provisionally abstracted from transport costs, 
supposing that goods could be transported without cost. This 
assumption also must be dropped if we wish to paint a realistic 
picture. 

(4) Hitherto we have tacitly assumed constant costs. We have 
supposed that the production of wine and of cloth could be 
expanded without altering the cost of production per unit. But 


’ This is discussed more fully in chap, xii, § 

• Bven Bome qualified economists have overlooked the fact that this trans- 

formation can bo effect^ at once. Cf. Aiigell, loc. c»^., p. 372, and my criticism 
“ The Theory of Oomparative Cost Once More *’ in Quarterly Journal of Economica 
(1928-29), vof, 43, pp. 376 et acq. , ^ ^ ^ ^ 

* It has also been said — by an economist of the rank of Professor Ohlin— that 
the Theory of Comparative Cost loses its meaning when more than two goods aro 
traded l^tweon two countries. Of- also Professor del Veechio in the Qtornalt degh 
EconomiHi (1932), 
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we must take account of the possibility that costs may either 
rise .or fall as production increases. 

(5) The Theory of Comparative Cost fixes the limits within 
which the exchange-ratio must settle under international trade. 
(In our example these limits were 0’88 and 1'2 units of cloth 
per unit of wine.) We must show how the exact point within 
these two limits is determined.^ This will lead us beyond the field 
of cost-analysis. 

(6) Closely connected with the hypothesis of constant costs is 
the assumption that there is only one mobile factor of production, 
homogeneous labour, and that the labour can move freely from 
one branch of production to another. If we wish our iheories to 
apply to reality, we must discard this assumption, upon which the 
strict Labour Theory of Value^ is based, that there is one sole 
factor of production. We must assume that there are many 
different qualities of labour and that other factors of production 
besides labour are available. We must also assume that many 
means of production are specific, that is, are confined to one 
particular use and cannot be transferred to another. But these 
assumptions are inconsistent with the labour theory of value — which 
must therefore be discarded.^ 

§ 4. Compahative Costs expressed in Money, 

The translation of comparative differences in cost into absolute 
differences in price is very simple and, as will be seen, in no 
way alters the real exchange-relations betw^een commodilies which 
lie behind the money-prices. We can best explain how this trans- 
lation comes about with the aid of a brief arithmetical example 
borrowed from Professor Taussig.* 

In the United States 

10 da 3 ^s labour produce 20 units of wheat 
10 „ „ „ 20 ,, „ linen. 

Tn Germany 

10 days labour produce 10 units of wheat 
10 „ „ „ 15 linen. 

Thus ilie United States has an absolute superiority in both 


^ This proV)l^m is discuwsc'd in the next chapter. 

Idnsun, “The Doctrine of Comparative Cost’’ in Quarterly Journal of 
Ecimoin\cii (1926 27), voL 41, esjjeeially stresses the point that the Theory of Com- 
parativ*^ Cost is based upon ah obsolete theory of value, 

See chap, xii, § i 

^ I ntPT national Trade, p 45. It will he observed that this time figures of yield 
(product per unit of cost) are used instead of, as before, figures of costs (cost 
per unit of product) 
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branches of production and a comparative advantage in wheat. 
Hence the United States will specialise in wheat and Germany in 
linen. The position in terms of money is as follows: 


Country. j 

1 

J)dily 1 
Wage. 1 
S 

1 

'i'otal 1 

$ i 

Product 

of 10 Days labour 

' Money Cost 
"(Supply) 
Price per Unit 

s. 

1 

United States | 

1.5 1 

15 

i 20 Units of wheat 

i 

i 

i 0.75 

' 1 

i 

»» »» 

1.5 

15 

1 20 .. 

,, linen 

0.75 

Germany . . j 

1.0 

10 

I 10 „ 

,, wheat 

1.00 


1.0 

10 


,, linen 

i o.6f; 


The price of wheat is lower in the United States than in 
Germany, so that wheat will be exported from the United States 
to Germany ; and converse!)^ w ith linen. Tliis result is in harmony 
with the Theory of Comparative Cost. It is true that we have 
arbitrarily chosen the money wages. Ilut that is not an objection, 
for it can be shown that, under our assumptions, the ratio of money 
wages between the two countries must lie between an upper and 
a lower limit. It is only the choice of one or other of the ratios 
within these limits which is arbitrary. 

Let us suppose that the daily wage in Germany is $1.00. Then 
th<? daily wage in the United States cannot exceed $2.00: it 
cannot be more than double the German wage. This upper limit 
is fixed by the cost-advantage of the United States in wl»eat, namely 
20 to 10. If the American wage were to rise to $2.00, the American 
price per unit of both wheat and linen would be $1.00. The 
export of wheat would become unprofitable, yet linen would con- 
tinue to be imported, so that the American balance of payments 
would become passive, gold vrould flow out, and prices and wages 
would have to fall again. ^ 

In the same way it can be shown that the daily wage in the 
United States cannot be lower than $1.33: it cannot be less than 
four-thirds of the German wage. This lower limit is fixed by the 
cost-ad vantage of the United States in linen, namely 20 to 15. 
If the American wage were to fall below $1.33, the German 
wage being, by hypothesis, $1.00, the German balance of trade 
would become passive, gold would flow out from Germany, and 
prices and wages would rise in the United States and would fall 
in Germany. 

5 We ronfiider ihe problem of wajxes ui chnp xvn. 5 d. 
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We cannot say from the cost-data alone exactly where within 
these limits the ratio of wages, and therefore the ratio at which 
(American) wheat is exchanged for (German) linen, will settle. 
This depends upon the conditions of demand. One might assume, 
for example, that if wheat is $0.75 per unit Germany will import 
8 million units, making a total value of $6 million ; and that if 
linen is 0.66 per unit the United States will import 9 million 
units, making the same total value of $6 million. This would then 
be an equilibrium position. If, in equilibrium, the price of wheat 
were lower, relatively to the price of linen, than in the above 
illustration, Germany would import a greater quantity of wheat 
and would export a smaller quantity of linen. The exact ratio 
is determined, given the conditions of demand, by the fact that 
(supposing the other credits and debits to balance) the total value 
of each country’s exports must equal the total value of its imports. 
This important addition to the Theory of Comparative Cost was 
made by J. S. Mill, who introduced the principle of ‘ the equation 
of reciprocal demand,’ showing that the two sides of the balance 
of payments must be equal. ^ 

We shall discuss all this in detail in the next chapter; for the 
present it will be sufficient to know the upper and lower limits, 
which are determined solely by the relative costs. 

The Theory of Comparative Cost in no way implies that the 
division of labour must always be complete, in the sense that each 
country produces only one good or, more generally, that no good 
is simultaneously produced in both countries. Even if we assume 
no transport costs and constant returns, it is quite possible that 
only one country will specialise completely, producing only one 
good, while the other country produces both goods. This will 
happen if the former country cannot ihself meet the total demand 
of both countries for the good in which it specialises. This will 
be especially likely when it is a small country and the other is 
a large one. 

We can derive from our illustration the general rule that in 
the country which enjoys the more favourable conditions of pro- 
duction, wages or, more generally, incomes must be higher than 
in the other.® There is nothing strange in this; it is what we 
should expect. Nevertheless this almost self-evident fact is 
constantly overlooked. Nobody denies it in so many words, but 
one of the most potent arguments for tariffs^ is based upon an 

® Under our eimplifying assumptions, the ratio of money wages between the 
two countries is the same as that of real wages, since in the absence of transport 
costs the pn^s of goods must be the same in both countries. 

It may be objected that at this atage of the analysis we are working with 
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implicit denial of it. I refer to tlie propaganda which is carried 
on especially in the United States (but also in certain other 
countries, including Great Britain) against imports from countries 
which have lower real wages and therefore a lower standard of 
living. The general public is quite convinced by the argument that 
only high Protection can enable American industries to compete 
with European industries which pay much lower wages and that a 
higli standard of living can be maintained only behind a high 
tariff wall. The truth is that the high standard of living is a 
consequence of the favourable conditions of production and in no 
way rules out an advantageous trade with the rest of the world.** 

Whilst the United States fears competition from the ^ sweated 
lalH)ur ’ of Europe, Protectionist propaganda in Europe lays much 
stress upon the favourable conditions of production enjoyed by the 
American economy. The statement that conditions of production 
are more favourable in the United States is undoubtedly correct. 
The main reasons for this are : 

(1) Her much sparser population. She has only 15 inhabitants 
per square kilometre, as against 185 in Great Britain, 134 in 
Germany, 74 in France, and so on. This affects mainly her agricul- 
ture. Only first-grade and possibly second-grade land is worked, 
whereas in Europe land of the third, fourth, and fifth grade is 
brought under the plough. (2) In Europe the existing distribution 
of the population is the result of a long historical development. The 
United States was peopled during the industrial era, and its popula- 
tion is therefore probably distributed, from an economic standpoint, 
in a much more rational manner, (3) Her great wealth of natural 
resources of all kinds. (4) She constitutes a great Free Trade 
area, within which the exchange of goods can take place without 
having to overcome any tariff obstacles. This makes possible an 
extensive division of labour and the development of large establish- 
ments and mass production. 

These and other circumstances make labour in the United States 
more productive than in the Old World, so that her real costa 
of production are low'er than in Europe. But, as our illustration 
shows, it is quite wrong to conclude that trade between the two 
continents should be restricted on that account. On the contrary, 
such a trad© makes possible a division of labour by which both 
parties gain. 


■uch creat •implifications that no conclusions can be drawn about practical problems. 
The answer is^that the argument for tariffs which we are discussing makes the same 

Mp* TBU88ig, Hov> tht Tariff Afftels Wagti. Beprmted in Frtt Trade, 
the Tariff and Eteiftoctiy (1920), pp. 48 
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Wo may conclude with a word about so-called ‘ proportional costs.*^ 

Costs are proportional when the superiority of one country oyer another^ it 
the same in every branch of production. For example : 

Wheat. Linen. 

United States, - - 20 18 

Germany, - 10 9 

The costs are proportional, since 20 : 10=^18 : 9. 

In such a case — which is of course exceptional — no exchange will take place 
between the two countries, since there will be no difference in prices. Both in 
the United States and in Germany the ratio between the price of wheat and the 
price of linen will be 10 to 9. Thus the only possibility is that both the money- 
prices may be lower in one country than in the other. But such a situation 
would be promptly corrected by the operation of the monetary mechanism. The 
necessary condition for an exchange of goods is that the price of one goc^d should 
be higher in one country and of the other good in the other country, and this is 
excluded, in the long run, by our assumptions 


§ 5. The Tiieohy of Oompakative (.ost applied to more than 

Two Goods. 

Our tlieury can be applied to the case in which not merely two 
but any number of ^oods are produced in the two countries. We 
need only take the two goods which we have hitherto discussed 
as representative and regard the figures of costs, which we have 
laid dowui for them, as averages derived from a whole range of 
goods with similar cost-ratios. The theorem can then be formulated 
as follows: Country 1 enjoys a comparative advantage over country 
11 in all its export commodities relatively to all its import com- 
modities. The same applies, of course, to country 11.^ 

This is easy to prove. Let us denote the number of unite of 
labour-cost needed to produce a unit of the goods A, B, C . . . 
in country I liy bp Ci . . . and in country II by b^,, . , . Let 

tho (money) supply-prices (that is, the money cost per unit) of A, B, 
C ... be pappbpprp ... in country I and pi>*>, pc^ ... in 
country II. bet the money wage (per unit of labour) in country I be 

and in country II W^,. We have then the equations p^i— 

P 4 i = b,W,, p«,=CiW„ . . . and pi., = b 2 W„, p« 2 =CgWj,. 

. . . We can also say that the relative prices in each country are fixed 
by the labour-costs ipa^ipb^: pcj . . . . . and pxgipbgtpcg 

= ajib^.Cg ... In order to determine the absolute height of the money 

y In order to avoid misunderstanding, it should be pointed out that ' pro- 
portional co.sts ’ in the sense in which we are using the term here have nothing 
to do with the proportional (total) costs ( = constant average costs) referred to, 
in di.stinctiori to increasing and decreasing costs^ in the theory of costs. 

^ Of course, this superiority may be nil, which means that costs are the same 
in both countries. 

^ Undcif the assumption of constant costs and abstracting from costs of 
transport, only ‘ border-line * goods can be produced simultaneously in both 

countrie'^ (see p. 138). / 
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prices we must include in our data the quantity of money. This is 
done by making assumptions as to the absolute rates of money wages 
which (prevail. It is important to recognise that the sole function of 
the Labour Theory of Value is to detemine the relative prices. 

Let us go a step further. Let R denote the rate of exchange, 
that is to say, the number of units of currency of country II 
which exchange for one unit of the currency of country I. Then 
we can say that the relation x x R<a 2 applies to any 
commodity A which country I exports, for a good will be exported 
only if its supply price, that is, its money cost, is lower than 
in the foreign country. In the same way, the relation bj x \\\ x R > 
applies to any commodity B imported by country I. It follows 

^ and thence that < p. But that 
W ^ X R* ag bj 

as we have seen above, is simply the expression of the fact that country 

1 eujoys a comparative advantage over country II in the production 

of commodity A, that is of all its export commodities, relatively to 

all its import commodities. 

We can arrange the various goods in the order of the com- 
parative advantage of country I over country II,* so that if we 

call them A, B, C, D. E, . . . ^ < If we 

then draw a line dividing the commodities which country I exports 
from those which it imports, all the former will be on one side 
of the line, and all the latter on the other side, without our 
having to change the order in which they are arranged. For 
example, it will not be possible for country I to export A and C 


that - - < " and , 

Ojj Wj X R b. 


and to import B. 

So long as our assumptions continue to cover only the cost-data, 
we can fiot determine the exact position of this dividing line,® 
We can say only that it must be drawn in such a manner that 
country I enjoys a comparative advantage in every commodity 
it exports relatively to every commodity it imports. If we wish 
to determine its exact position — whether between B and C or 
between C and D and so on- — ^we must introduce the further con- 
dition that the credit side and the debit side of the balance of 
payments must be equal. 


* it the r»Uo of tho monoy wsgos. In oar previous anihmeticsl example 

we axpnwsed them in the same currency units. This time we explicitly introdnce 

Cf, the simUiir* scheme in Appendix H to MsirshsU, Monty ^ Crtdii and Cam- 

^s^^Claarlv it must be this drcumstanoe which has led Ofalin to declare that 
the Theoiy of Comparative Coet breaks down when there are more than two goods. 
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Let us assume that we have the following cost-data : 


Kinds of Goods. 

A 

B 

C 

V 

£ 

F 

G 

H 

I 

J 

* Real Cost ’ per 

In country 1*^ 








1 

1 



unit, expressed 

(Si, b|, . . . ), 

20 

20 

i 20 

20 

20 

20 

20 

20 

20 

20 

in hours of 

Jn country II 











labour. 

■■)• 

40 

36 

32 

30 

25 

20 

18 

16 

1 

14 

12 


W 

The quotient - 4 . 7 — determines the position of the dividing line 

VVj X Ji 

between the goods which country I exports and those which it 

imports. If money wages are the same in both coun tries ~ = I/r 

then the money cost of all those goods which country I can produce 
with a smaller absolute ‘ real cost/ that is of A to E inclusive, 
is lower in country I than in country II : it will export these 
goods and import all goods denoted b}’ G or a succeeding letter. 
The commodity F lies on the boundary and will be produced simul- 
taneously in both countries. 

If money wages in country I are 10 per cent, lower than in 

country II x country I has a lower money cost 

than countrj’ II even when its real cost is 10 per cent, higher. 
In other words, unfavourable conditions of production will be 
offset by lower wages. 

Let us assume that money wages are the same in both countries. 
Then we know exactly which goods will be exported and which 
imported, and at what money-prices. Country I will export A 
to E at a price of 20 per unit, and country II will export G 
at a price of 18 per unit, H at a price of 16 per unit, I at a 
price of 14 per unit, J at a price of 12 per unit, and so on. It 
depends upon the reciprocal demand of the two countries whether 
or not this situation maintains equilibrium in the balance of 
payments. 

Let us suppose that it does not, and that the balance of payments 
of country I is passive, or, alternatively, that the existing 
equilibrium is disturbed/ so that the balance of payments of I 
becomes passive. The monetary mechanisiu comes into play; gold 
flows from I to II; prices and wages rise in II and fall in I; 


s We choose the uoits of quantity of the various commodittea in such a way 
that the cost per unit of every commodity in country I is the same. Hence thia 
equality (all costing 20) is not a simplifying aasumption. 

7 Because, say, country I has to pay reparations, or makes a loan to country 
II, or because its demand for the products of countiy II increases. 
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W, becomes smaller and W, greater ; the quotient — t— increases ; 

Wj A K 

the dividing line is shifted; and F moves into the group of com- 
modities exported by I. The balance of payments is brought into 
equilibrium^ since (1) F is now exported (2) the other export 
commodities (A to E) of country I become cheaper and (3) the 
export commodities of country II become dearer. If, however, 
this is not enough to produce equilibrium, the outflow of gold from 
I must continue, the dividing line must move still further, country 
I may export G instead of importing it, and this movement will 
continue until equilibrium is attained. 

It is clear that the complications we have just introduced do 
not disturb our presumption — at this stage of the analysis it can- 
not be called more than a presumption — that the unrestricted 


exchange of goods between the countries is economically advan- 
tageous. The examples we gave upon the assumption of only 
two goods showed plainly that both countries could increase their 
total output by each specialising upon the good in which it had 
a comparative advantage. We can reach the same conclusion upon 
the assumption of numerous export and import commodities. We 
can ‘ pair off ^ any export commodity with any import commodity. 
It is clear that whichever of these pairs we consider, each country 
has an advantage in the commodity it exports relatively to the 
commodity it imports. Thus the division of labour between the 
two countries increases their total output. The division of this 
gain between the two countries depends upon the exact position of 
the dividing line between export and import commodities. 

The process of correcting the passive balance of payments of country I turns 
the terms of trade against it : its export prices fall relatively to its import prices. 
This must be so if (either spontaneously or as the result of, for example, a 
reparations payment or loan made by I) the demand in I shifts towards the export 
goods of II or the demand in II shifto away from the export goods of I. But we 
have seen* that a unilateral payment may lead to the opposite result, turning 
the terms of trade in favour of the paying country. This will occur if the fall in 
demand in ;^he paying country hits the goods it imports from the receiving 
country ahd the increased demand in the receiving country is directed 
towards the goods of the paying country.. The result, in the terms of 
OUT analysis, will be that Wj increases, W., decreases, the dividing line 
moves in the opposite direction, and country I imports commodity E Instead of 
exporting it. How, then, doee the export surplus come about? It comes about 
by country 1 exporting greater quantitiee of commodities A to D at higher 
prices and importing small quantities of commodities F to J ... at lower 
prices.* For country I produces goods A to E for its home demand as well ae 


•^ut it w very* unlikely that the whole amount of the payment can be tr^- 
ferred in this way Ae a rule, the faU in demand in I will affect predominantiy 
its domestic goods (since in nearly aU countries unporte are small relatively to h«ne 
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for export, and the payment it has to make will lead to a fall in ita home demand 
for^ and therefore consumption of, these goods : hence it can export more without 
needing to increase its production. Leaving aside the rare case in which the 
decreased demand in I and the increased demand in II both affect exactly the 
same goods and so offset one another, the monetary mechanism tnus^ act in one 
of the two following ways : either (a) th€ rait of exchange will remain stable and 
equilibrium will be achieved through a rise in wages in one country or a fall in 
wages in the other country or a combination of the two; or (b) the money-wagee 
in both countries may remain stable and equilibrium will be achieved through a 
shift in the rate of exchange. However the mechanism may act, under the 
influence of the monetary systems and banking policies of the two 
countries, the result will always be a change in the ratio of money 

W 

wages between the two countries : that is, in Thus our analysis 

Wj y K 

does not depend for its validity upon a frictionless working of the gold standard ; 
it applies equally to paper currencies and to any form of managed currency.^ 

This discussion has demonstrated the falsity of the view that “ international 
capital movements have never found a place in the Theory of Comparative Cost 
Of coarse, the theory does not explain why capital movements take place, but it 
does explain how payments are made and equilibrium re-established. 

How the capital will be transferred depends not only upon the way in which 
the loan-money is spent, hut also upon the relative comparative costs of the 
different commodities. A loan for the purpose of building a railway will not 
necessarily be transferred in the form of railway material. When industrial 
countries lend to agricultural countries to enable them to develop their industries, 
the export surplus may well consist of machines and similar products. But when 
one industrial country lends to another or when — as may happen — an agricultural 
country lends to an industrial one, it may well be that the goods which immediately 
follow those which it already exports in the comparative-cost series are foodstuffs 
or luxury goods. For example, the capital for constructing an underground railway 
may enter the country in the form of cosmetics and perfumes, and factors of 
production which had previously been employed in producing these luxuries in 
the borrowing country will be set free. This will bring about a reshuffle, per- 
mitting factors to be diverted to the task of directly or indirectly assisting the 
construction of the railway. If the loan is granted upon the condition that part or 
all of it must be spent in certain ways, this of course somewhat changes the 
situation. 

§ 6. ('osTs OF Transport. 

Our conclusion that a given good can be suddenly transformed 
from an export commodity into an import commodity, or, con- 
versely, may seem unreal. This is because it flows, quite logically, 
from our assumption that there are no costs of transport^; and 
this assumption is an unreal one. The introduction of transport 

production). The terms of trade must then turn against it, although possibly 
only to a very slight extent. We can regard cases in which they do turn against 
it as normal and others as exceptional. See Nurkse, Internationale Ka'pitaU 
hewegungen (193S), chap. iii. 

^ The attempt to keep both the rate of exchange and the wage level stabla 
disturbs the equilibrium and leads to congestion of the market and unemployment. 

2 Eulenburg, BtostfaumwirUchaft und Autarkie (1932), p. 62. 

3 And also from our assumption of constant costs, which we discard in the 
following section. 
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costs gives us a third class of goods, namely those which enter 
only into domestic trade, in addition to export goods and import 
goods. A commodity does not pass directly from the export class 
into the import class ; it must hrst enter this third class and be pro- 
duced simultaneously by both countries for their home markets. 
This can be expressed in terms of our algebra as follows. Let .t^^ 
represent the real cost (expressed in units of labour or in the same 
units of * productive resources * as aj, b^, c,, and so on) of trans- 
porting commodity A from country I to country II, and let 
represent its real cost of transport in the opposite direction. Let 
us further suppose, to simplify the discussion, that the country 
of supply always pays the cost of transport. We can then say 

Tr 

: But 

^2 ^ atgi a2 

and hence the commodity will be neither exported nor imported 

if the numerical value of lies between these two values, so 

W., X R 


a *4" t V 

that the commodity will be exported by I if - “ 
will be imported by I if 


W. 




that 


tty 




to any good A, namely : 


W.xR 


We thus have two expressions relating 

+ »ti5 


and 


In other words a 


a* + ^2 

good will not be exported or imported unless the difference in its cost of 
production between the two countries exceeds the cost of transporting 
it from one to the other. The order in which the various goods must 
be arranged, as on p.l38, to show which good would next bectune an 
export commodity of I if I increased its export, and so on, will 
of course be changed when we take account of transport costs. The 
export capacity of a country does not depend, as we previously 
assumed, solely upon its comparative costs of production ; it depends 
also upon the costs of transport. We may illustrate from our table 

W 

on page 138. If the quotient becomes smaller (because gold 

flows from II to I or because the rate of exchange, R, rises), moving 
the dividing-line in the direction of A, the good D ceases to be 

exported as soon as the value of this quotient falls below 

But D does not become an import commodity until the value of 

d 

this quotient has fallen further and has become less than 
^ 

This complication in no way changes the presumption that 
international dmsion of labour benefits every country. It is true 
that division of labour will not be carried so far as under the 
assumption that commodities can be transported without cost. The 
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necessity of paying transport charges makes the world poorer than 
it would be if all goods could be produced in the relatively most 
suitable places and thence transported without any cost. But in 
so far as international trade takes place despite the existence of 
transport costs, it must be advantageous, since it will be under- 
taken only if the gain from division of labour exceeds the costs 
of transport. 


§ 7. Variable Costs of Production. 

We have hitherto assumed that the Law of Constant Unit 
Costs prevails (within both countries) in every branch of production, 
so that additional quantities of any good can be produced with 
the same expenditure of labour, per unit, as before. Thus, to 
revert to the example given on page 132, if Gennany gradually 
gives up the cultivation of wheat and instead produces linen, then 
for every 10 units of wheat which she ceases to produce she will 
produce 16 additional units of linen. Similarly, there will be 
a constant substitution-ratio between the two commodities in tlie 
United States, namely 1 to 1. 

We must now abandon this assumption. There is no doubt 
that constant costs, or — to use another expression for the same 
phenomenon — constant returns, are an exceptional case. The rule 
is increasing costs, or diminishing returns. Beyond a certain out- 
put, which — at any rate, under competition — is in practice always 
exceeded, additional quantities can be produced only at an 
increasing cost per unit. 

It is not difficult to see how this fact can be brought into our 
scheme. If we assume that in Germany and the United Stales 
alike both branches of production are in the stage of diminishing 
returns, the figures of returns given in our example must be taken 
as figures of marginal returns. Before international trade begins, 
the last increase in the quantity of wheat produced in Germany 
costs 10 units of labour for each 10 units of wheat and, similarly, 
the marginal cost of linen is 10 per 15 units. 

When Germany is constrained by the pressure of foreign com- 
petition to produce more linen and less wheat, her marginal cost 
of producing linen must rise. Less suitable land will be brought 
under fiax, and more labour and capital will be expended upon 
land already under flax. On the other hand, her marginal cost 
of producing wheat must fall. The least suitable land will be 
withdrawn from wheat-growing and less labour and capital than 
before will be expended upon land which remains under wheat 

Consequently in Germany the ratio of marginal costs will shift 
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in favour of wheat, while in the United States it will shift in 
favour of linen, since she will produce more wheat and less linen 
than before. Thus, as Germany substitutes linen-production for 
wheat-production and the United States does the opposite, the 
difference in the comparative-cost ratio between the two countries 
will be progressively reduced from four directions, and this must 
sooner or later bring this process of substitution to an end. The 
division of labour will remain incomplete in the sense that Germany 
will not completely abandon her production of wheat but will 
only restrict it to land which can successfully meet American 
competition, whilst in the same way the United States will Qnly 
restrict, and not abandon, her production of linen. How far the 
division of labour will be carried or, in other words, how long 
the comparative advantage of the United States in wheat and of 
Germany in linen will continue at the margins, as the margins 
move owing to the progressive substitution of wheat-production 
for linen-production in the United States and conversely in 
Germany, will depend partly upon the rapidity with which costs 
rise as production expands, or fall as production contracts. 

We can include increasing costs in our scheme as follows. 
We have hitherto assigned only one cost of production in each 
country (aj in I and Uj in II) to any commodity A. We must 
now assign a whole aeries of costs to each commodity — a/, a^", a/", 
... in I and a/, Ug"', ... in II ; and similarly for B, C, D, 

. . . These terms represent the different marginal costs of pro- 
ducing different quantities of the commodity. 

This complication, like the others already discussed, makes 
no essential difference. The division of labour will, indeed, be 
carried less far than under constant costs, since, as it is extended, 
the comparative disadvantage of a country (at the margin) 
diminishes and finally disappears. Thus the comparative dis- 
advantage of a country is less if we regard the cost-data as relating 
to (increasing) marginal costs and not to constant costs; and it is 
not profitable to carry the division of labour beyond the point at 
which increasing costs wipe out the cost-differences between the two 
countries. But it is profitable to carry it up to that point. Our 
presumption that Free Trade is the best economic policy therefore 
remains intact/ 

^ This h not realised by Dr. Kellenberger, who argues (“Zur Theorie von 
Frsihandel und Schuizzoll in Weltwirtschaftlichta Archtv (1916), vol. 7, op. 
5-7) as follows ; If Portugal specialises upon the production of wine and if this 
IS subject to diminishing returns, or increasing costs, then the new vineyards 
she will create in consequence of the international division of labour will yield a 
smaller return than those which she cultivated before Engaging in international 
trade. Hence under increasing coats the international division of labour leads 



144 


INTEENATIONAL TEADE 


The case of decreasing costs, or increasing returns, is as difficult 
as that of increasing costs is easy. We must postpone a detailed 
discussion of it (to chapter XII, § 4), confining ourselves for the 
present to the following remarks : 

I cannot share the view of those distinguished writers, such 
as Professors Schumpeter, Mises, and — although he holds it only 
with qualifications — Knight, who deny the very possibility of 
increasing returns. 1 believe they can exist in exceptional cases 
and that these exceptional cases are of importance. Let me hasten 
to add that a reduction in costs due to progress in technique and 
organisation (the possibility of which is of course not disputed by 
the writers in question) does not constitute a true case of decreasing 
costs even if it is associated historically w-ith an increase in pro- 
duction. Such progress is a change in the economic data and is 
to be represented graphically by a downward shifting of the whole 
cost curve and not by a cost curve wliich slopes downwards to the 
right. When people speak of the Law of llecreasing Costs they 
frequently have m mind mainly these ‘ historical ’ reductions in 
costs ; but our theory is not invalidated by such cases. 

Decreasing costs in the proper sense are the consequence of 
an expansion of production, and not merely phenomena which 
happen to take place at the same time as such an expansion. They 
come about (under certain assumptions, which will be stated at 
a later stage) through an increase in the size of the works. They 
are due, fundamentally, to the fact that many factors of pro- 
duction are not completely divisible, so that a large output is 
needed for a plant to be of the technical optimum size and yet 
to utilise fully all its factors. When a market is large enough 
to absorb the total output of a number of works of optimum size, 
the ^ law ’ of decreasing costs no longer applies and we are again 
in the region of increasing costs. 

If the optimum size of a plant is so great, relatively to the 
extent of the market, that it can be attained only by very few 
or only by one plant, decreasing costs lead directly to a monopolistic 
situation. If we find something approaching free competition in 
any branch of production, we can conclude that it is subject 
to increasing costs. 

These remarks reflect, in broad outline, the present state of 
the Theory of Costs. They show that we are not committing too 
grave an error by provisionally working with the assumption of 
increasing costs. 

to % fall lu productivity and a diminution in output. Only under falling or 
coriBt/ant costa does it yield a gain. . . . The fallacy oi thia argument is too obvious 
tc warrant a detailed refutation. 



CHAPTER XI. 


SUPPLY AND DEMAND IN INTERNATIONAL TRADE, 

§ 1. iNTllODtrCTORy. 

This chapter deals with an important extension of the Theory 
of Comparative Cost. We have several limes had occasion to 
remark that the exact point of equilibrium is determined by the 
supply-and-demand situation. If each of the two countries exports 
only one commodity, the comparative costs determine the limits 
within which the terms of trade must lie, but their exact position 
within these limits depends upon the demand of each country 
for the commodity exported by the other. If a country produces 
numerous goods, we cannot tell from the cost-data alone exactly 
which goods it will export and which it will import; the dividing- 
line between the two is determined by Supply and Demand. 

The extension of the Theory of Comparative Cost which covers 
these points was first made by John Stuart Mill.^ It was later 
developed and generalised by Alfred Marshall. Marshall also 
introduced a diagrammatic apparatus for dealing with these 
problems. We shall examine the theories of Mill and Marshall ; and 
we shall consider the different meanings of ‘ the real ratio of inter- 
national exchange ' — or, more briefly, ‘ the terms of trade ' — and 
the methods of measuring it. 


§ 2, Mill's Theory of International Values.^ 


Let us return to the illustration in § 4 of the foregoing chapter, 
retaining all the simplifying assumptions which we made at the 
time. Before trade takes place between the two countries, let 
the ratio of exchange between linen and wheat be 1 to 1 in the 
United States and 1.5 to 1 in Germany. When trade between them 
takes place, the United States will specialise in wheat and Germany 


^ of Political Economy ^ bk. 3, chap, xviii. 

2 Cf fUstablp Thtory of International Trade, chap. 2; the cntu’isms of the 
classical theory by Graham; '* Internal lonal Values Re-exammed ” in Qnartetly 
Journal of Economics (Nov. 1923), pp 54 et seg.; its defenre hy Monntr. “ Tst die 
Theorie der internationalen Werle wideilegt ? in fur 

(April 1931), vol. 65, p. 251; and Griihani’s reply. Ihe Theory of TnlerruUional 
Values ” in Quarterly Journal of Economics lAiig, 1932) ', Golm, Das Gesetz der 
komparativen Kosten-das Gesetz der komparativen Kniifkraft m \\eltwiTf- 
schaftliches Atchv (1930), vol. 32, pp 371 et seq 

dtr VolkswirtschaftsUhre, especially the 1st edn- (1863), and Edgeworths 
exposition of Mangoldt’fl theory he. at., pp. 52 et seq. 

K 
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in linen. Any ratio of exchange between 1.5 linen to 1 wheat 
and 1.0 linen to 1 wheat will produce this result. 

Let us begin with an exchange-ratio of rather less than 1.5, 
say 1.4, linen to 1 wheat. If we assume German wages to be 
$1, this ratio corresponds to an America wage of nearlj* $2 (to 
be exact, $1.87).® The price of wheat (both its domestic price 
and its export price, in the United States, equalling its cost of 
production) is then $93.4, and the price of linen $6f)|. Let us 
suppose that, in this price-situation, the United States imports 
900 units of linen from Germany. The German balance of pay- 
ments will become favourable and the monetary mechanism will 
begin to operate. Let us simplify by supposing that wages 
in Germany are kept stable, so that the price-adjustments leading 
to equilibrium take place on the American side. This means 
that the price of wheat, and American wages, must fall. 
This will stimulate the imports and check the exports of 
Germany until equilibrium is reached at an exchange-ratio of, 
say, 1.3 linen to 1 wheat. 

The table on page 147 shows the result of the whole process. 

Columns 1 to 5 give the ‘ international demand,’ expressed 
in goods, of both countries. Columns 6 to 10 show the results 
of each wheat-linen ratio, given these demand schedules, in terms 
of money, upon the assumption that German wages are kept stable. 
If this simplifying assumption were dropped and we were to 
suppose the monetary mechanism to act in some other way, the 
absolute money figures would be changed, but (a) the ratio of 
money wages and hence (5) the ratio of money prices and hence 
(c) Bupply-and-demand schedules expressed in goods, would remain 
unaltered. It is true that in actual fact these * real ’ relations will 
not always be exactly the same if the monetary mechanism acts 
in one way as if it acts in another. But we are constrained to 
assume, as a first approximation, that they will not be affected 
by the particular way in which the monetary mechanism works; 
this assumption underlies not only the whole theory of international 
trade but also the greater part of general economic theory.* 

Since we have sufficiently established the connection between 
money prices and the real exchange-relations, we may perhaps 
be permitted to use briefer expressions, such as ' Germany’s demand 
for wheat.’ But to prevent misunderstanding we must emphasise 
that the concept ‘ the demand of one country for the export 
commodities of another ’ in the Theory of International Values 

’ The method of computing this is stated in note 6 to the ta>>lc on page 147. 

^ It is a function of monetary theory, provided that it is not ti^d down to a 
strict Quantity Theory approach, to consider deviations from this hypothesis. 
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miist not be confused with the concept of demand in terms of money 
for some particular good.* 

Whether the one country or the other reaps the greater gain 
depends on whether the real exchange-ratio settles near the one 
or the other of its two possible limits. If it approaches the upper 
limit — the ratio of 1.5 linen to 1 wheat existing in Germany before 
international trade began — the United States gets the lion’s share 
of the difference and gains more than Germany. For it now gets 
1.5 instead of 1.0 linen for 1 wheat. A glance at the table will 
show how its money wages and real wages are affected. If the 
ratio approaches its lower limit of 1 to 1 — the American ratio 
before the commencement of international trade — the gain accrues 
mainly to Germany. 


I 


Intel iiatioDal 
K\clmuge-Ratio 
(IJnitB oi 
linen per 
unit of wheat 
Katio between 
the price of 
wheat and the 
price of 
linen). 


Germany’s 

Supply-and- 

Dernand 

Sohednie. 


America's 

Supplyand- 

Demand 

Schedule. 


Demand 

for 

Wheat 
( -= Sales 
of 

Wheat in 
|(Jermanv)l 


iDemand 

for 

Supply Linen 1 Supply 
of ,( ™ Sales I of 
Linen of 'Wheat.; 
iLineninl 

irs.A.i; I 


Ratio of 
Money 
Wages in 
Germany 
( = 1) 
t'l Money 
Wages in 
II S,A. 


in $ 


Price Price 
( = Money 1 ( = Mone^ 

Cost) of I Cost) of 
Wheat in I Linen in 
U S.A. I Germany 


in 9 


Value of 


Wheat 

Exports 

from 

U.S.A. 


Linen 

Exports 

from 

Germany. 


in 3 I in $ 


in Units of Quantity. 


( 1 ) 


( 2 ) 


(0 

_ ( 5 ) _ 

i 

1 __( 7 I 

__( 8 | 

; (ft) 1 

( 10 ) 

1 5 1 . for 1 W. 

( 800 )* 

— 

isoo 

1 

1200 

1:2 

lOOOt 

0 - 66 § 

— 

1200-1 

1 - 41 . „ 

l W. 

900 

1260 

1540 

1100 

1:187 

0-934 

0-665 1 

840-6 

1026-7 

1-3 L. „ 

1 W. 

1000 

1300 

1 

1300 

1000 

1 : 1-73 

0-867 

0-665 

867-1 

867 1 

12 L „ 

IW. 

1100 

1320 

1060 

900 

1 : 1-60 

0-800 

0-665 

880-0 

720-0 

I'lL. „ 

1 w. 

1300 

1430 

.880 

800 

1 . 1-47 

0-733 

I 

i 0-665 

952 9 

586-7 

l itL. „ 

1 w. 

1500 

! 

1500 

( 800 )* 

1 

1 : 1-33 

, 0-667 

1 

0 - 665 t 

1000-5 

— 


* At this exchange-ratio no export takes place. The quantity sold, shown in 
brackots, would be produced at home. 

t This IS equal to the supply-price of wheat in Germany; hence there will 
be 110 export. 

t This iH ctpial U) tiie supply-price of linen in U.S.A. ; hence there will be 
no export. 


* The relations between the two are discuBsed below, in § 4 . 



148 


INTERNATIONAL TRADE 


Exflanation of tach Column in Table on page 147. 

(1) The limits of 1.5 linen for 1 wheet and 1 linen for 1 wheat, between which 
the international exchange-ratio mast lie, are determined by the compara- 
tive costs. The intermediate ratios have been chosen arbitrarily. 

(2) Arbitrarily assumed. The figures (read downwards) could increase at a 
different rate or could decrease instead of increasing. The latter case would 
be one of inelastic demand, discussed in $ 5 of this chapter. 

(3) Calculated, by multiplying (2) by (1). 

(4) Arbitrarily assumed. The remarks on (2) apply here also. 

(5) Calculated, by dividing (4) by (1) 

(6) Money wages in Germany are assumed to be stable. Money wages in 

U.S.A. are calculated under the assumption that in Germany 10 days* 
labour produces 16 units of linen and in U.B.A. 10 days’ labour produces 
20 units of wheat. The calculation rests upon the fact that the exchanged 
quantities have always equal money costs. Thus, if we call the labour- 
time needed to produce 1 unit of linen in Germany the labour-time 
needed to produce 1 unit of wheat in U.S.A. the exchanged quan- 
tities of linen and wheat respectively and and wages in Germany 
^Qand wages in U.S.A. it must be true that ^ ^ \ 

The absolute height of money wages cannot be calculated from this equa- 
tion, but the ratio of money wages in Germany to money wages in U.S.A. 
can be calculated. Thus if we take the former as I, we have = 

^\V * ^ 1^® ratio of American to German money wages. For 

example, at an exchange-ratio of 1.4 units of linen for 1 unit of wheat, 

it follows from the given comparative-cost ratios that x 14 “ ^ x, 

Id 21) 

i.e. that x=1.87. 

(7) Calculated, by multiplying money wages per day in the U.S.A. by the 
number of day’s labour {i) needed to produce 1 unit of wheat. 

(fi) Calculated, by multiplying money wages per day in Germany by the 
number of day’s labour needed to produce 1 unit of linen. 

(9) =(7)x(2). 

(10) -(8)x(4). 

Which ratio will, in fact, be established clearly depends upon 
the demand (-and-supply) schedules of the two countries. We can 
distinguish two aspects of these schedules, each of which affects 
the final result : (a) the size of the amount demanded (and there- 
fore of the amount supplied) at any given ratio — depending upon 
the capacity of each country as a market and as a producer, and 
(b) the elasticity of the demand — the extent to which it increases 
in response to an improvement in the ratio (that is, to a fall 
in relative price). 

When the absorptive capacity of one country is large relatively 
to that of the other, this will tend to make the ratio favourable for 
the latter. If, in our example, the United States were very large 
compared with Germany, the figures in columns 4 and 6 would 
be larger. This would shift the ratio downwards, in favour of 
Germany. If, for example, at a ratio of 1.1 linen to 1 wheat 
the American demand were 1660 and the American supply there- 
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fore 1500, Germany would not be able to supply the whole of 
the American demand for linen. Hence there would be only a 
partial change-over in American production, sufficient to supply 
the German demand for wheat. The United States, although 
importing linen, would continue to produce it, but would produce 
less of it than before, while Germany would specialise completely 
upon the production of linen. The international exchange-ratio 
would be the same as that prevailing in the United States, namely 
1 linen to 1 wheat, and the whole of the gain from the inter- 
national division of labour would accrue to Germany. 

The same result would come about if the sole export commodity 
of the United States were something like pepper for which the 
demand is so small that ihe total amount of money expended upon 
it by consumers could not approach their expenditure upon the 
commodity (linen) which Germany exports. For then the United 
States would be compelled to produce linen to supplement its 
imports of linen, whilst Germany could obtain all her pepper 
from the United States and specialise completely upon linen. 

We can also lay down the rule that, other circumstances remain- 
ing the same, the ratio will be more favourable to a country the 
less elastic is its demand for the export commodity of the other 
and the more elastic is the demand ^.f the other for the commodity 
exported by the country in question. When the figures in column 2 
rise only slowly, the amount of wheat imported by Germany 
increases relatively little in response to a fall in its (relative) 
price and the ratio is pushed down towards 1 :1. The same result 
occurs if the American demand for linen increases rapidly in 
response to a fall in its (relative) price : that is to say, if the 
figures in column 4 increase rapidly from bottom to top. 

There is no point, however, in prolonging this discussion upon 
the simplifying assumptions that costs are constant and that there 
are only two commodities to be exchanged. For under these 
assumptions it is highly probable, as Graham has shown, that — 
unless we choose illustrative figures relating to two countries of 
about the same size and to two commodities of about the same 
importance — the exchange-ratio wdll be very near one of its two 
possible limits.® 

Hut Graham goes further, and concludes from this that the 
<‘onditions of demand have no influence at all upon the real inter- 
national exchange-ratio. He points out^ that if there are many 
actual and ])otential export-goods and import-goods, it will require 

® This can be shown much more easily by curves than by arithmetical examples. 

^ “ The Tlieory of International Values/’ Qvarti:rly Journal of Kconitmirs (Aug. 
1932. pp 585, 586, &r. 
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only a slight alteration in the exchange-ratio, and therefore in 
the relative wage-levels of the two countries, to bring a good 
whose price was just above the export-point into the export category 
or to take a good whose price was just above the import-point 
out of the import category. This is indeed correct ; and it follows 
that the real exchange-ratio (together with its monetary parallel, 
the ratio between the wage-levels) will be more stable when the 
number of commodities exported and imported is large. But to 
conclude from this that the nature of the demand schedules does 
not affect the exchange-ratio is about as logical as to deny that 
demand, in the usual sense, influences price, on the ground that 
when there are numerous actual and potential sources of supply, 
every increase in price will call forth a greater supply. 

§ 3. Marshall’s Generalisation op the Theory of International 

Values. 

When each country has a whole range of export-goods and 
import-goods and the dividing-line between the two categories 
is not given to begin with but has to be determined, it is no longer 
so easy to And a simple way of expressing the supply and demand 
of each country, since the assortment of goods in each category 
is not constant. Marshall tried to overcome this difficulty by 
measuring all the export-goods of a country in terms of one common 
unit. He expressed the exports of Germany in ‘ representative 
bales of German goods.’ This unit of a ‘ bale ’ is defined by 
stating that it embodies a constant quantity of GerTnan labour 
[of different qualities) and German capital. Thus its ‘ real cost ’ 
remains constant, whilst the individual goods which compose it 
may vary. We can readily follow Marshall so long as we keep 
to the Labour Theory of Value, with its assumption that homo- 
geneous labour is the sole factor of production. Instead of ‘ a 
representative bale ’ we can say simply ‘ the product of a constant 
quantity of the labour of the country in question,’ When, in the 
next chapter, we give up the hypothesis of the Labour Theory 
of Value, it will be necessary for us to resort to averaging and 
to speak of a representative export-good, to be defined as the 
product of a constant quantity of means of production in general. 

Marshall then takes by way of illustration the following 
reciprocal demand schedules of Germany and England* ; 

8 See il/oney, Credit and Commerce, Bk. 3, chap, vi, p. 162. and Appandix J. 
pp. 330 et ieq, mt r t rr 
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Terms of 
Trade 

(Number of 1 
G 'bales 
per 100 
E-balea). 

(1) 

E’s Demand for 
G-bales 

(Sales of G- bales 
in £ at the 
“price” shown 
in(l)). 

(2) 

E*b Supply of 

E- bales 

(= total receipts 
from the sale 
of (2) in E at 
the ratio shown 
in(l)). 

(3) 

Price 

(in G‘balea per 
100 E-bales) 
at which the 

E -bales shown 
in (3) can be 
sold in G. 

(4) 

G’s Supply of 

G bales in 
exchange for (3) 

( = total receipts 
from the sale 
of (3) in G at 
the ratio shown 
in (1)). 

(5) 

10 

1,000 

10,000 

230 

23,000 

20 

4,000 1 

20,000 

175 

35,000 

30 

9,000 1 

30,000 

143 

42,900 

35 

14,000 

[ 40,000 

122 

48,800 

40 

20,000 

50,000 

108 

64,000 

46 

27,600 

60,000 

95 

57,000 

55 I 

28,500 

70,000 

86 

60,200 

68 ! 

54,400 

80,000 

82J 

66,000 

78 1 

70,200 

90,000 

78 

70,200 

"83 

■"83,000 

100,000' 

■^76 

"76,000" 

86 

94,600 

110,000 

744 

81,950 


106,200 

120,000 

! 

73| 

88,500 


Nolt to Tahlt . — (Ij assumed ; (2) aasumed ; (3) calculated from (1) and (2) ; 
(4) assumed; (5) calculated from (4) and (3). 


A portion of the demand schedule of England is shown by 
columns 1 to 3 and of Germany by columns 3 to 5. Before we 
embark upon a discussion of the figures and of their diagrammatic 
representation, we must show how they are derived and how they 
are connected with the Theory of Comparative Cost. 

Let us return to the arithmetical example which we gave in 
chapter X, § 5 (p. 138). 


Kinds of Goods. 

A 

b c 

1) 

E 

r|.,H 

I 


K 

L 

L" 

N 

teal cost, ’per unit 
of quantity, ex- 
pressed in hours 

In 

England 

20 

: 

20 j 20 

20 

20 

i 1 

20 ; 20 j 20 

20 

20 

20 

1 

20 

20 

i 

20 

in 

Germany 


, 7 , 



; 1 


13 



' ^ ! 


of labour. 

40 

36 j 30 

25 

1 

20 

18 lejis 

14 

12 i 

11 

1 : 

10 

9 


We must now choose an arbitrary starting-point. Let us say 
that both countries have the same money wages, of $1 per day, 
and let us choose the product of one day^s labour as our unit or 
* bale/ We know that under these conditions England will export 
the goods A to D and will import the goods F to N ■ . The money 
prices and the money incomes are fixed by the assumption of 
equal money wagea; and it follows that a quite definite quantity 
of the goods F to N ■ can be imported into England and sold 
there. How great this quantity is will depend upon England's 
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demand for German products at the given ratio between English 
and Gernum prices. Let ns assume that the total value of the 
imports into England Avil) be $140,000. This means that, at an 
exchange-ratio of 1 to 1, England Avill demand 140,000 German 
bales and hence will be prepared to supply 140,000 English bales. 
Next let us suppose that wages in Germany fall by 10 per cent. 
The prices of the goods F to N •, and hence the price of a German 
bale, will full. A greater quantity of these goods can now be 
sold in England ; and in addition Germany can now export the 
good E. In other words, the number of German bales demanded 
by England will be greater, increasing to, say, 150,000. The 
money receipts from this larger quantity will be, say, $145,000. 
But a dollar still repiesents one English bale, since English 
w^ages have not altered. Therefore England will offer 145,000 of 
her bales in exchange for the 150,000 tierinan bales. In this 
manner, we can derive step by step the Avhole of tlie English 
demand schedule, and Ave can do the same viuiatis vn(ta7}dis for 
Germany. 

Thus a table draAvn up in this way shows the demand of each 
country for the bales of the other, and the supply of its own, which 
would be associated with each exchange-ratio (between German 
bales and English bales, corresponding to the ratio between the 
money Avages in the twT) countries). That exchange-ratio will be 
established at Avhich the supply and demand of the two countries 
coincide; in Marshall’s table this equilibrium ratio is 78 German 
bales for 100 English bales. 

Thus Marshair.s table shows the final result of a complicated 
process, namely of the whole mechanism of international trade. 
Each step in the table should be thought of as bound up with 
a multitude of changes in prices and production. EdgevA^orth has 
compared the curA^es Avhich represent graphically the data of such 
a table to the hands of a clock, whose movement is the result of 
a complicated mechanism.® 

We can best continue the discussion with the aid of a diagram. 
We measure (fig. 6) along the X axis the number ql E-bales 
(column 3) and along th^ Y axis the corresponding 
demand of E for G-bales (column 2) thus obtaining the curve OE 
— the Supply-Demand curve of England.* The curve OG, the 

Graham s objection “ that reciprocal demand is for individual corumoditiea 
and nut lor any sucli iimform of laliour and capital ” (as the MarHhallian 

halers) {loc. ft/., p. 583) thus springs from a misunderstanding. Tin* demand for 
])roducts IS a derived demand for the means of production embodied in them. 

Foi I he .yike of Hirnjilicity, we shall henceforward speak simply of demand 
curves. It, s demand for O-liales implies, however, a certain supply of Edmles 
offered in exchange, jii.t as the demand for a good, in the ordinary sense, implies 
a certain supply of money offered in exchange for it. 
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demand curve of Germany, is the graphic representation of columns 
3 and 5. 

The point P', for example, shows that P'M' G-hales can be 
exchanged in E against OM' E-hales. The exchange-ratio is 



oSr’ shown by the slope of tlie straight line OW' relatively 

to the X axis.^ But at this exchange-ratio OM" E-bales will 
be sold in G. This means that the demand of G for E-bales is 
greater than E’s supply; G’s balance of payments will become 
unfavourable or ‘ [)asaivc ’ ; the monetary mechanism will push 
prices and wages down in G and up in E. E will be induced 
thereby to take more G-bales. Sooner or later an equilibrium will 
be reached at the point P, at which the demand and supply of 
E equals the supply and demand of G. 

*^rhe E , is convex towards the X axis, showing that greater 

quantities of G-bales can he sold, in E pnly under less favourable 
conditions. The same applies mntatis mutandis to the G curve. 
The greater the angle between the straight line OW and the X 
axis, the higher will be the position of P on the curve OE, and 
therefore the more favourable will be the exchange-ratio to E 
and the less favourable to G. A movement of the point P outwards 

along OE corresponds to a movement of the quotient 

towards the left and vice versa.^ The higher are incomes in E 
relatively to incomes in G, the greater will be its demand for 
imports and supply of exports. But before proceeding further 
we must explain, in order to prevent misunderstfindings, the rela- 
tion between the demand of a country in the Marshallian sense 
and demand in the usual sense. 


* Provided we abstract from transport costs, this slope equals the quotient, 
which we have often mentioned, =the ratio of money wages. 

Sre the table on pp. 138 and lil. 
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§ 4. The Relation between the Marshallian Cttrves and the 
Usual Supply and Demand Curves. 

The demand or supply of a country in the sense developed in 
the preceding section is often confused with, demand in the usual 
sense. There are definite relations between the Marshallian 
demand curve of a country and an ‘ ordinary ' demand curve, 
but the two are not identical. The latter shows the relation between 
the money price and the quantity demanded of one good, -and 
slopes downward from left to right. At a lower price, a greater 



shows the relation between the money price and the quantity 
supplied of a good, and hence slopes upward from left to right. 

The Marshallian curves differ from these curves both formally 
and materially, '^hey differ formally in that their ordinates 
measure not the price per unit of the good in question but the 
total receipts from the sale, of the quantity shown upon the 
horizontal axis.^ Thus their successive ordinates correspond to 
the areas of rectangles inscribed in the ordinary demand curves. 

The material difference between the two types of curves is that 
the Marshallian curves give a complete picture, shQwing^ the final 
result of the whole international-trade joechanism, and relate to 
representative hales ^ while the ordinary curves relate to the rrwney 
prices of an individual commodity, upon the assumption that other 
things remain equal and in particular that all other prices remain 
the same, so that they can give only a partial picture.® 

Of course, the data shown in the Marshallian curves could equally well be 
shown by making the ordinate measure the price per unit of E-bales expressed 
in G-balea or conversely, that is by making it measure the exchange*ratio. (Such 
curves have been constructe l : for example, by Viner, “ The Doctrine of Compara- 
tive Cost " ill W tliwirtschafthch^^ Arcniv (Oct. 1932), vol. 36). Conversely, it is 
possible to present the data of an ordinary demand curve by measuring along the 
ordinate not the money price per unit but the total money receipts from the 
shown on the horizontal axis. Such total demand curves, which super- 
licially lesemlile the Marshallian curves, are used, by Auspitz and Lieben, 

t' nt^r$vchvnyen uher die Thtorit dts Prtists. 

The use of these curves in dealing with problems of international trade ii 
in § 8 of this chapter. 
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§ 6. The Elasticity of Demand. 

We are now sufficiently equipped to lay down a number of 
rules as to the effect of various circumstances upon the terms 
of trade. But we have not the space to consider these matters 
in detail : we must refer the reader to Marshall.^ Moreover, as 
Marshall himself points out, his curves are so complex that in 
practice their applicability to these questions is very restricted. 
Hence we shall confine ourselves mainly to explaining the concept 
of elasticity of demand, in the sense in which it is used in connec- 
tion with these Marshallian curves, and to showing its relation 
to the usual concept of elasticity of demand.^ 



Let us take the curve OE, in fig. 8, as given. Then the more 
urgent is the demand of G, the more favourable to E will be the 
terms of trade. If the demand of G becomes stronger — owing, 
for example, to an increase in her population or to an improvement 
in her productive efficiency, increasing her purchasing power, or 
to a reduction in transport costs — so that her curve moves from 
OG to OG', this will place E in a better position. But if this 
curve were to move — in consequence, for example, of the imposi- 
tion of a tariff by G — in the opposite direction, let us say from 
an initial position OG' to OG, this would have an adverse effect 
upon E.®,^ 

'^he extent to which a given upward shift in the G-curve turns 
the terms of trade in favour of E depends upon the shape of the 
E-curve, that is to say upon the elasticity of E^s demand^ The 

® Cf, A/rmey, Cmdit and Vomme’ict, Bk. 3, chaps, vii and viii, and especially 
Appendix J. See Edgeworth, he. cit, 

^ This problem should really be treated mathematically. Such a treatment 
is to be found in Yntema, A Mathematical Rtf or mutation of the General Theory 
0/ International Trade, chap. 4. 

* It does not follow that G would benefit by imposing a tarm. Although she 
enjoys better terms of trade at the point Q than at P, her general economic 
position may be better at P. 
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greater is the curvature of the E-curve — that is, the more inelastic 
is E's demand — over the relevant portion, the more favourable to 
E will be the new terms of trade. P" is more favourable to E 
than P' and P' is more favourable to it than P. 

What is the exact meaning, in this context, of ‘ elastic ’ and 
‘ inelastic ^ demand, and what is the relation between elasticity 
in this sense and the elasticity of ordinary supply and demand 
curves? An ordinary demand curve is elastic, over the relevant 
(small) portion, if a fall of, say, 1 per cent, in price would be 
followed by an increase of more than 1 per cent, in the amount 
demanded, causing the total receipts to become greater. More 
exactly, the elasticity of demand in such a case is greater than 1. 
It is less than 1 when the percentage increase in the amount 
demanded is less than the (small) percentage fall in price, so 
that total receipts diminish ; and it is equal to 1 when the two 
percentages are the same, so that total receipts remain constant. 

In fig. 9 the demand is elastic or, more exactly, has an elasticity 
greater than 1, as far as P. At P the total receipts, represented 



0 Amount 0 t^Bates 


Kig. 9. Fig 10. 

by the inscribed rectangle, are at a maximum, and the elasticity 
is equal to 1. Beyond P the demand is inelastic or, more exactly, 
has an elasticity less than 1. The correspondiiig Marshallian 
curves, shown in fig, 10, are elastic from 0 to P and thereafter 
are inelastic. The E-curve becomes inelastic when it turns to 
the left and the G-curve when it turns downward. At the turning 
point, P, the elasticity is equal to 1.® The curve OE" in fig. 8 
is inelastic from Qj onwards. In other words, beyond a certain 
point (Qi in fig. 8), as greater quantities of G-bales are thrown 
upon the market in E, their price (the real exchange-ratio or terms 

^ The percentage increase in quantity divided by the percentage fall in price 
gives a precise measurement of the elasticity of demand. But total receipts remain 
consent when these two percentage cban|feB are equal only if the latter are 
infinitesimal. Hence we should really dutinguiah netween point-elasticity, to 
which our discussion refers, and arc- elasticity. Upon this distinction see Scnultz, 
Stait^Ucal Lau's of Daman-d and Supply^ p. 8. 
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of trade) falls by a greater percentage than the quantity sold 
increases, so that the total receipts of E-bales diminish. In fig. 8, 
E obtains a greater quantity of G^bales for a sm^ller^q uan titj^f 
Erbales at th^point J?" than at the point^Q. 

There is nothing exceptional about an inelastic demand in 
terms of money for a particular commodity. But it is most 
unlikely that the elasticity of demand of a country, as shown 
on a Marshallian curye, will in practice be less than unity. 
Marshall himself considers such a case to be quite exceptional 
and interesting more as a curiosum than on account of its import- 
ance in practice.^ This view is based upon the following con- 
siderations. 

We have seen that a movement along the E-curve implies that 
wages in G have fallen relatively to wages in E. The question 
is whether the increased quantity of G-bales sold in E, in conse- 
quence of this change in the terms of trade in favour of E, will 
yield greater or smaller total receipts (of E-bales) to G than she 
obtained before the change. This depends upon several circum- 
stances. It depends upon 1(£e) the nature of E's demand, in the 
ordinary sense, for each individual export-commodity of G. The 
case which Marshall considers exceptional cannot arise unless the 
demand of E for the majority of G’s export-goods is inelastic.^ 
This in itself is improbable.^ Even so, this alone would not 
suffice to produce such an exceptional case, for the relatively 
reduced wages of G will bring new commodities into the category 
of her exports. Thus the issue depends also upon (6) G*s range of 
possible products. The greater the number of actual and potential 
export-goods included in this range— the more many-sided, that 
is, is G’s economy — the more improbable is an inelastic demand 
for her exports, (c) Let us now drop the assumption of constant 
costs. Then E will herself produce most or all of the goods which 
she also imports from G. The change in the terms of trade 
will cause E merely to contract her output of these goods, and 
not suddenly to cease producing them at all, while the production 
of them in G will expand. The issue will then depend also upon 
the cost-conditions or the elasticity of supply of these goods in 
both countries. If a small rise in money costs leads to a marked 

^ The consequences of such a case— some of them quite remarkable — are 
developed by Marshall, loc, cit,. Appendix J. Thev were in part foreshadowed 
by J. S. Mill. 

3 To be exact, the weighted average of the individual elasticities must be less 
than unity. 

3 If G does not represent the rest of the world but is only one country among 
many countries trading with E, it is extremely improbable. E's demand for, say, 
wheat may be inelastic, but her demand for wheat from any one source, such as 
G, will be very elastic. 
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contraction of their output in E/ and a small fall in money coats 
leads to a marked expansion of their output in G, E’s elasticity 
of demand, in the Marshallian sense^ will be greater than if the 
average elasticity of the individual supply curves of the various 
commodities is relatively small. ^ 

These considerations, taken together, make it very unlikely 
that a country will have an inelastic demand. If we think of 
6 as trading with a number of countries, and not only with E, 
it is practically certain that the demand of the rest of the world 
for G's products will not be inelastic. Such a situation would be 
conceivable only if G produced and exported only one commodity, 
or a very small number of commodities, in which she had some- 
thing approaching a monopoly. 

Our discussion has shown that the conditions which determine 
the elasticity of demand of one country for the products of another 
are very complex. Hence it requires some courage to hazard an 
estimate of this elasticity in any concrete case. But such estimates 
have been made. Robertson, for example, believes that the present 
depression is partly due to the demand of industrial countries 
for foodstuffs and raw materials being inelastic. He thinks this 
partly explains the sharp fall in the import-prices of industrial 
countries relatively to their export-prices and the accompanying 
depression in their export industries.® 

Robertson also applies the Marshallian concept of the elasticity 
of demand of a country to the analysis of the transfer problem, 


4 According to Schuller and othere this is the case in, for example, the textile 
iiidustry, the difFerence between the productiou costs of different countries being 
slight, so that the supply of any one country is very elastic. In agriculture the 
contrary is usually true. 

^ A detailed account of the exact mathematical relation between the elasticity 
of the Marshallian curves and that of the individual supply-and-demand curves 
of the particular commodities will be found in Yntema, loc, cit, 

6 Cf. his Economic Fra^tnU (1931), p. 3, his Study of hiduatrial Fluctua- 
tion, pp 131 and 203'5, his Banking Policy and the Price Level (1926), and his 
essay on The Ttrma of Trade in Economic Esaaya and Addreaaea (1931) by Pigou 
and Robertson. In the last-named essay he says ; “ She [England] is potentially 
richer than before, for she finds herself with a surplus of productive power, no 
longer required for obtaining imports but theoretically divertible into other uses. 
But in so far as that surplus is stereot^ed in the form of cotton-stocks, cotton-mills 
and cotton operatives, those stocks win accumulate, those mills be idle, and tho.se 
operatives unemployed : there will occur all the recognised syrrmtoms of trade 
depression.*' Hicks, in his review of the book (Zeitacnrift fiir l^tionalohonomie 
(1932), vol. 3, p. 634), makes the important objection that if consumers respond 
t>o a fall ii^ import-prices by spending a smaller total sum of money upon imports, 
they will spend more than before upon other goods, and this will faciliUte the 
transfer of factors from the export industries into other employments. It would 
seem that Mr. Robertson’s theory can be upheld against this criticism, if certain 
monetary assumptions are inserted, namely that the breakdown in the export 
industries sets up a vicious spiral of ctedit contraction We must here observe that 
in cases of this kind one usually speaks of the elasticity of demand of a country, in 
the complex Marshallian sense, only after factors of production temporarily set free 
have been reabsorbed and a new equilibrium has been reached. 
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and in particular to the question of whether the terme of trade 
must move against the paying country.^ He considers how the 
Marshallian curves would be shifted by Reparations payments 
and how this would affect the terms of trade. But it is much 
more difficult to estimate this shift than to estimate the shift in 
an ordinary demand curve. If we knew the position and shape 
of the Marshallian curves both originally and after the transfer- 
payments had been completed, it would be a simple matter to read 
off the result. But these curves show the final result of the whole 
mechanism of international trade. In order to form an opinion 
upon their position and shape after such a transfer, we must try 
to reconstruct the whole process step by step, and to build them 
up out of their elements. But this means that we must work 
with the ordinary supply-and-demand curves, in order to analyse 
the transfer of purchasing power and the shifting of demand, 
as Ohlin does and as we have tried to do in chapter VII, § 3. 
There is no method of attaining this object more directly. One 
can make a rough estimate of the nature of the money demand 
for some particular good, but it is almost impossible to estimate 
the elasticity of the Marshallian demand curve of a country. 
Guessing the shape of these curves and then reading off the result 
means simply jumping to the final outcome of a complicated process 
without analysing it, By assuming MarshalpB curves as given 
we really assume the result. The most we can hope is that after 
the event we can establish statistically how the terms of trade have 
moved, that is to say, what has been the result of a certain shifting 
of the curves. To this question we now turn. 


S 6. The Terms of Trade and their Statistical Measurement. 


We must begin by considering more closely the meaning of 
this concept, ‘ the terms of trade,’® which plays such a large 
part in the classical and neo-classical doctrines of English and 
American w^riters. 

In our simple illustration of Germany and the United States 
exchanging linen and wheat, with no costs of transport and with 


^ He says quite rightly that wheo we coneider discussionB of thii queation we 
oiuBt be careful to make sure which type of demand curve a writer has in mind. 
Writers, such as Pigou and Taussig, who uphold the view that the paying country 
suffers an additional transfer-loss in that the payment turns the terms of trade 
against it, think as a rule of the Marshallian curves, whilst their opponents think 
of ordinary demand curves and hence, like Ohlin, speak of a shifting of thtst 


ves. 

8 This is the term now usually applied to this concept. It was employed by 
Marshall {Money, Credit and Commerce, Bk. 3, chap^^ vi), who suggested (p. 161) 
iia nf inf«rr1hnniTfl * tLR A nossiblc alternative. Taussia: [International Trade, 


Marshall (Money, Credit and Commerce, uit. o, cnap^^ vi;, wno suggesica (p. loi) 
rate of interchange * as a possible alternative. Taussig (International Trade, 
chap. 2, p 8) speaks of ‘ the barter terms of trade,' and Pigou [Essays in Applied 
Economics (19^), 2nd edn., pp. 149 et seq.) of 'the real ratio of interchange.' 
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constant costs of production, the whole matter is perfectly clear. 
The terms of trade are equal to the ratio in which linen and 
wheat are exchanged against one another. It will be remembered 
that in our illustration they lay between 1 wheat to I linen and 
1 wheat to 1.5 linen. Under our assumption that each unit of 
both linen and wheat represents the same expenditure of labour, 
this ratio is also the ratio at which German labour exchanges 
against American labour. Hence, thinking of the goods or of 
the labour lying behind the facade of money prices, we can properly 
term it a ‘ real ' ratio. In this simplified case, the real terms 
of trade and their variations can be measured by either (1) the 
ratio of money wages® or (2) the ratio between the quantity 
of wheat and the quantity of linen exchanged against one another 
or (3) the ratio between the money prices (per unit) of the two 
goods. 

If we suppose that many commodities are exported and 
imported, although still under constant returns and with no costs 
of transport, we can no longer use physical units of quantity, 
such as bushels of wheat and yards of linen. But we can use 
as a measure the ratio between an index^ of export-prices and 
an index of import-prices; and under our simplifying assumptions 
this ratio will coincide with the ratio between money wages in 
the two countries. We have already seen that this ratio is repre- 
sented upon the Marshallian demand curve of a country by the 
slope of a straight line from 0 to the relevant point upon the 

PM 

curve (being, for example, at the point P in fig. 6). 

If we suppose, for example, that import-prices rise by 10 per 
cent, relatively^ to export-prices, we can conclude that the pro- 
duct of a unit of foreign labour will exchange against the product 
of 10 per cent, more domestic labour that before, the reason being, 
say, an increased demand for foreign goods. 

Let us now drop all simplifying assumptions, taking account 
of transport costs and assuming increasing costs in every branch 
of production. The relations betw’een the above two ratios are 
now more complicated, and we can no longer use the one as 
a measure of the other without further investigation.’ 

B So long as we abstract from transport costs, a comparison of monty wages 
between the two countries is the same as a comparison of real wages. 

1 Under our assumption of constant costs, all exi)ort commodities would have 
parallel price- movements, and so would all import commodities. Hence there 
would be no need to compute an average of export-prices or of import-prices : 
the price of any individual export good would serve as an index of export-prices 
and the price ot any individual import good as an index of import-prices. 

2 The absoluU prices may, of course, fall. 

3 A systematic analysis of this subject is lacking See, however, the interest- 
ing study of Wilson, Capital Irnports and the Terme af Trade Examined in the 
Light of Sixty Years of Australian Borrowings (1951), 
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The measure which is the simplest and the most frequently 
used is the ratio between export-prices and import-prices. Since 
costs are not constant, the prices of diflferent export-goods (or 
import-goods) will not show parallel movements, so that we must 
use averages of export-prices (and import-prices). Such averageSi 
or indexes, are computed regularly for England by the Board of 
Trade. Taussig, in his International 2'rade (pp. 411 seq.), gives 
computations of this kind relating to England, Canada, and the 
United States. If we represent the prices of the year 1900 by 
the index-number 100, the ratio of import-prices to export-prices 
has moved in the following way ; 



ii^ngiand 


Canada 


1880 

- 

- 

IL'4 

1900 

100 

188.) 

- 

- 

123 

1905 

91.1 

1800 

- 

- 

113 

1910 

83.5 

189.J 

- 

- 

111 

1913 

85.2 

1000 

- 

- 

100 



lOO:) 

- 

- 

107 



1010 

. 

- 

112 




These figures show that from 1880 to 1900 there was a continu- 
ous improvement in England's terms of trade, the prices of the 
manufactured goods which formed the bulk of her exports continu- 
ously rising relatively to the prices of the foodstufe and raw 
materials which formed the bulk of her imports. During the 
first decade of the present century her terms of trade rapidly 
wor.^etied, whilst the opposite occurred in the case of Canada. 

Nevertheless, we must show caution in interpreting such figures. 
They ]neasure the ex<diange-ratio in terms of goods but they do 
not coincide (as they do in our .sini])lified example) with the 
exchange-ratio between G-bales and E-bales in the sense of 
Marshall, for this latter ratio is measured in terms of lahour.^ 
A difference between these two exchange-ratios may exist^ for 
either of tw^o reasons (J) It may arise from technical improve- 
ments which reduce the costs of the export-goods of one country, 
(2) It may arise from the marked effects of the Law of Diminish- 
ing Jleturns in the countries from which England is dravring an 
increasing quantity of imports. 

TJie worsening of England's (commodity) terms of trade between 
19tk) and 1910 was probably due mainly to the former reason. 

^ It will bo remembered that each G-halo is defined as embodying a constant 
quaniitv of German labour and capital, and similarly with E-balea. 

Hubertson noint.s out in his review of Taussig (£;fo/io/nic /owrnm (1928), p. 
271, that tlio latter doo> not mention this difference between the two ratios. 

M 
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If so; it is much less alarming than it appears at first sight. It 
means simply that during this period the English export industries 
made greater technical progress than that made by her foreign 
suppliers in the production of foodstuffs and raw materials.^ In 
such a case, the terms of trade in the second and more fundamental 
(Marshallian) sense do not worsen.^ The fall in the ratio at which 
export-goods exchange for import-goods is not accompanied by 
a parallel fall in English wages relatively to foreign wages. For 
the technical progress enables a greater quantity of export-goods 
to be produced with the same labour as before. 

If the two ratios — the commodity terms of trade and the labour 
terms of trade — were to move in different ways for the second 
reason, this would place England in a far more unfavourable 
position. For then the relative rise in the prices pf her imports 
would be due to an increased demand for goods of this kind, 
coupled with the fact that greater quantities of them could be 
produced only at increasing costs. The increased demand for 
such goods might come from other countries, or from the consumers 
of the countries which produced them : it need not necessarily 
come, even in part, from England. But it would mean that 
England would have to pay dearer than before for her imports. 
In such a case, the worsening in England’s commodity terms of 
trade would represent a still greater worsening in her labour terms 
of trade, since the higher prices of her imports would embody an 
increased proportion of rent accruing to foreign landowners 

It is obvious that direct statistical investigation and measure- 
ment can be applied only to the commodity terms of trade. We 
can only conjecture, with the help of indirect indications, how 
the labour terms of trade have moved. 

Taussig has introduced yet another distinction — between the 
• net ’ and the ‘ gross ’ barter terms of trade.* His net barter 
terms of trade are the ratio between import-prices and export- 
prices, which we have called simply the commodity terms of trade. 
According to him, this ratio is appropriate only when the balance 

® The opposite was the case in the last Quarter of the nineteenth century — owing 
to such changes as the opening-up of the American Middle West to wheat produc- 
tion — and again in the post-War period. This partly explains the fall in the prices 
of foodstuffs and raw materials relatively to the priceei of industrial products. 

7 But, of course, it is true that the position of the country in question would 
he still better if the reduction in the costs of producing her exports was not 
accompanied by a fall in her commodity terms of trade. Such a situation might 
arise if there happened to be a simultaneous increase in the foreif^n demand for 
her goods or a simultaneous decrease in her own demand for foreign goods. 

' ^international Trade^ p. 113. Cf. his article, *' The Change in Great Britain’s 
Trade Terms after 1900 ” in Economic Journal (1925), vol. 36, and the criticism by 
Viner, Theone dee auswartigen Handels** in Die Wirtachaftatheorie der Gegenvfart 
(1928), vol. 4. 



SUPPLY AND DEMAND 


iG3 


of payments of the country in question includes nothing but pay- 
nients for goods and services. If it includes unilateral payments, 
BO that there is an excess of either exports or imports, we should 
consider the gross and not the net barter terms of trade in forming 
a judgment upon the gain which the country derives from its 
international trade. The gross terms relate to the total money 
value of exports as compared with the total money value of imports, 
but both totals are obtained by correcting the crude figures by the 
relevant price-index, in order to eliminate changes due merely to 
a change in the price-level of exports or imports. 

This procedure enables us to compare the total (corrected) value 
of the goods which a country parts with and the total (corrected) 
value of the goods which she receives. According to Taussig, 
when a country has an export surplus (because she is making 
Reparations payments, or paying interest, or repaying or granting 
a loan), the net terms of trade cover only that part of her exports 
which represents payment for her current imports and hence give 
too favourable a picture of her position.® Conversely, when a 
country has an import surplus, the net terms give too unfavourable 
a result. The following table' makes clear the relations between 
the net and the gross commodity terms of trade and the method 
of computing them. 


E7igla,n(Vs Net and Gross Terms of Trade. 
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136 

JOO 

132 


^ In contrast to the customary but superficial mercantilist view, Taussig regards 
an export surplus as a loss or, at least, as a temporary sacrifice. But, of course, 
m certain circumstances it may be a symptom of a favourable position. 

^ Inttrnationd Trade, pp, Z61 and 41z. 
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The actual value as recorded in the trade statistics of, for 
example, imports in 1890 was £356 (million), but column A shows 
that import-prices were 7 per cent, higher in 1890 than in, the 
base year, 1900; we accordingly divide the crude figure of 366 by 
1.07, obtaining 333 (column F). The rest of the table is self- 
explanatory. 

From 1890 to 1900 the net terms of trade improved, import- 
prices falling relatively to export-prices. From 1900 to 1910 the 
movement was in the opposite direction. The gross terms of trade 
show a much greater improA^cment than the net terms, over the 
former period. This arises from the increase in the import surplus, 
which in turn is due to the fact that the export of capital was 
much smaller in 1900 than in 1890. In 1910 the export of capital 
was considerably greater; and hence the excess of imports was 
relatively smaller and the gross terms of trade more unfavourable.® 

Certain comments may be made upon this proposal of Taussig 
to substitute the gross terms of trade for the net terms. To draw 
up a balance-sheet of the ' real * values exported and imported 
is certainly interesting and illuminating. Nevertheless, it is quite 
essential to know the reason for the surplus of imports or exports. 
It is obviously not a matter of indifference whether an export 
surplus arises from the payment of Reparations, as with Germany 
from 1930 to 1931, or from the granting of foreign loans, as with 
the United States in the post-War period, or from the payment 
of interest upon foreign loans and the repayment of such loans, 
as with Germany in 1932. It will not do to lump together in 
one category these different kinds of payments.^ Nor is it at all 
clear why the values which leave a country as tribute payments 
or as foreign loans should be introduced into the national balance- 
sheet in this complicated way. It would be much simpler to state 
the amount of such sums directly. 

It is misleading to regard an export surplus arising from the 
grapt of a credit to a solvent debtor as an unfavourable symptom 
and to treat it in the same way as a payment of tribute. It is 
true that one could Iry to correct this by taking a period of time 
long enough to include the repayment of such credits, as well 
as the granting of them. But this course is not open if the export 
of capital goes on continuously. And even if we manage to find 
a period of time which is complete in the sense that all foreign 
loans made during the period are repaid within the period, and 
that it includes no repayments of loans granted earlier, the picture 

2 Of course, in any concrete case it is nccof'>.'iry, as Tauasif;; points out, to 
study the h^urca over a long series of years, in order to get a more accurate picture. 

Taussj^r himself makes ibis point in another part of his book, pp. 117 ef stq. 
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is still misleadinJ^^ It is misleading because of the unilateral 
interest-payments^ which give the creditor country a surplus of 
imports over the period as a whole. This gives the impression 
that the creditor country obtains a one-sided advantage. But 
we must remember that the capital which it lent abroad could have 
been profitably used at home. Hence, as Viner observes, when 
drawing up a balance-sheet of the values which a country parts 
with and receives, we should include something for the services 
of the capital it exports as a contra to the interest-payments it 
receives. Viner also points out that it is dangerous to make a 
sharp distinction between ‘ services * (such as shipping services) 
and the services of capital, since the former always include some 
interest on capital. To illustrate this, he constructs the following 
case: “ An American oil company uses the services of an English 
fleet of oil-tankers wTiich cost £1,000,000 to construct, and for this 
' shipping service ’ pays £200,000 yearly. Of this £200,000, 
£50,000 is in fact interest on the English capital invested in the 
ships, another £50,000 represents amortisation to cover the wearing- 
out of the ships, which is equivalent to a yearly export of ships, 
and not more than £100,000 represents pure shipping services. Let 
us suppose that in another case an English fleet of oil-tankers is 
sold to an American company for £1,000,000, payable over twenty 
years at a rate of interest of 5 per cent. Let us further suppose 
that the operation of this fleet is entrusted to an English shipping 
company, wTiich receives £100,000 a year for its services. The 
exports of England now include as before £200,000 yearly, of 
which £50,000 without question represents the export of ships, 
another £50,000 interest paid for the use of English capital, and 
£100,000 payment for shipping services. There is no fundamental 
economic difference between these two cases. Yet Taussig, in the 
first case, w’ould include under the export of shipping services two 
items of £50,000 yearly, one of w'hich w^ould appear in the second 
case, on his method of reckoning, as an export of ships, while the 
other would not appear at all.*'^ 

Apart from all these difficulties, we must beware of treating 
a balance-sheet of this kind, which sets the ‘ real values ’ which 
a country exports against those which it imports, as a measure of 
the gain or loss which a country derives from its international 
economic transactions.® It is clear that, for example, Beparationa 
payments should be counted as a loss ; it is equally clear that 
this loss cannot be ascribed to international trade. The part played 

* Lot, cit., p. 123. 

^ Taussig, of course, does nog do this. 
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by the terms of trade in the computation of gain and loss waa 
originally a different one. The concept was used to show how the 
total gain, namely the increase in total production, was distributed 
between the two countries. The bulk of the gain would accrue 
to the one country or to the other according as the terms of trade 
were near the one or the other of their two possible limits. It is 
fundamentally impossible to discover from the terms of trade, in 
any of the above senses, what is the absolute ‘ gain ^ which a 
country derives from the international division of labour. We 
can discover from them only favourable or unfavourable changes 
due to shifts in demand, and, possibly, the existence of what 
we have termed*^ the secondary burden arising from unilateral 
payments. But we have seen above that the bald statistical find- 
ings, taken by themselves, are open to various possible interpreta- 
tions, on account of the continuous changes in the data arising 
from such causes as technical progress. 

Taiusig has pointed out^ that we cannot speak of a loss when 
the terms of trade are turned against a country by an increase 
in its demand'' for foreign products. For such a change in demand 
is a voluntary act, and when a person decides to purchase different 
goods from those he purchased formerly, and does purchase tliem 
although their prices rise, we must conclude that he thinks he 
gains by changing his habits.^ But, when stating that the terms 
of trade have become more or less favourable, we should be clear 
as to what we are comparing. In the above case, for example, 
we can say that the situation w^hich results from the change in 
demand is more unfavourable than it would have been had the 
foreign supply been so elastic that despite the increased demand 
the terras of trade worsened only slightly or not at all. 

But these discussions about the ‘ gain ’ from international 
tiade and from clianges in the international economic situation of 
a country ignore such imporlant factors as changes in distribution 
and gains or lo.'s&es due to the fact that a cumulative process of 
expansion or contraction might be started or interrupted, retarded 
or acceleiaied. Therefore these coiisidcratious have such an unreal 
air tliat there is little point in pursuing them further. 


*' rii.'iij, vii, p 68 

• Aor. at . j,p 1]7 

(-Icru'ly lie iri think in|T of (leniarid m the ordinary sense lJut such a change 
also produces a similar shift in the Marshallian curve. 

^ But we should ask whether such a shift in demand arises from a change in 
tastes or from a rise in the prices of oihtt goods. 



SUPPLY AND DEMAND 


167 


§ 7. Statistical Illusteations. 

The following chart illustrates the above remarks. It shows 
the terms of trade of Great Britain for the years 1920 to 1932. 
It is a continuation (leaving out the war years) of the computation 
made by Taussig for the period 1880 to 1913. The figures have 
been calculated for each quarter by his methods. The continuous 
line shows what we have called the commodity terms of trade 
and what he calls the net barter terms of trade, obtained by 
dividing the index of import-prices by the index of export-prices. 
The dotted line shows what he calls the gross barter terms of trade, 
obtained by dividing the total value of exports, measured at the 
export-prices of 1924, by the total value of imports, measured 
at the import-prices of 1924; the average of the year 1924 is 
taken as 100. The right-hand scale relates only to the broken 
line, which show^s for each quarter the actual value, in £ million, 
of the excess of imports. 

This chart, like that of Taussig, shows that the net terms and 
the gross terras tend to move in the same direction, but that the 
fluctuations of the latter are much more marked. Again, the 



raoveraent of the gross terms shows an obvious correlation with 
the movement of the import surplus, both rising from 1923 to 
1926 and falling from 1926 to 1929. After 1929, however, there 
is a discrepancy ; the import surplus does not increase — indeed, 
after 1931 (when Great Britain went off gold) it falls somewhat— 
but, nevertheless, there is an improvement in the gross terms of 
trade. There are two reasons for this. The first is the marked 
fall in the prices of foodstuffs and raw materials, which enabled 
Great Britain to keep her total volume of imports at a comparatively 
high level. The second is the sharp diminution since 1929 in 
the absolute total value of both imports and exports. This second 
reason calls for a little explanation. 

The present depression, like others, has been marked by a fall 
in production and in prices and a growth of Protection, which have 
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brought about a heavy decrease in the total value of the foreign 
trade of nearly every country in the world. The general rule, 
when this happens, is that a creditor country, with an ‘ unfavour- 
able ’ or ' passive ’ balance of trade, finds that the proportionate 
fall in the total value of its exports is greater than the pro- 
portionate fall in the total value of its imports (whilst a debtor 
country, with a ‘ favourable * balance of trade, finds the opposite). ; 
This is because the absolute amiount of certain items in the balance | 
of payments, and notably of external interest-payments, is fixed, ^ 
whilst — in addition — the export of capital (from creditor countries) \ 
tends to diminish. Hence the absolute amount of the import \ 
sui*plu8 of a creditor country diminishes comparatively little, if 
at all. But with a falling volume of trade, this implies an 
increasingly * unfavourable ’ ratio between its total imports and 
its total exports. 

These considerations show how misguided it is, in such a 
situation, for creditor countries to frown upon their (relatively) 
growing surplus of imports and to look with envy at the (relative) 
growth in the export surplus of their debtors. If they try to 
reduce their * unfavourable * balance of trade by restricting their 
imports, they will only make the supposed evil still greater. This 
end, which they desire so keenly, will be attained only when the 
efforts of the Protectionists, quite probably in the debtor as well 
as in the creditor countries, have so injured the former that they 
can no longer pay the interest and capital which they owe. 

One other feature of the chart deserves mention, namely, the 
deep trough formed in the second half of 1926 by the line depicting 
the gross barter terms of trade. This has its origin in the brief 
General Strike and the prolonged coal stoppage of that year, which 
caused exports of coal and other products to diminish, while 
imports increased. Since there was little change in the ratio of 
eiport-prices to import-prices, this of course made the British 
balance of trade especially ‘ unfavourable ’ and caused the gross 
barter terms of trade to show a marked ‘ improvement.' This should 
be a sufficient warning not to treat an ‘ improvement ^ in Ihe 
gross barter terms of trade, without further investigation, as a 
favourable sign. 

As a further illustration, show the movement in the com- 
modity terms of trade (or the * net barter ' terms of trade) of 
Gerrnaiuj from 1924 to 1932. Unfortunately, no index of either 
import-prices or export-prices is computed for Germany. As 
a substitute for the former, we employ the official price-index of 
raw materials and semi-finished goods, and for the latter the 
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official price-index of finished goods. This procedure opens up 
a possible source of error, since imports do not consist exclusively 
of raw materials and semi-finished goods nor exports exclusively 
of finished products. But the error is perhaps not so large as to 
make the result useless, for goods of the former category have 
formed about half of the commodity imports and finished products 
have formed over two-thirds of the commodity exports. The official 
pri(’e-index of raw materials and semi-finished goods (which we take 
as representative of import-prices) and the official price-index of 
finished products (which we take as representative of export-prices) 
are both computed monthly (with 1913- JOO), but to make the chart 
easier to read w’e have taken three-monthly averages and have called 
the figure for the middle of 1928, BIO. Hence the follow’ing curve 
may be taken tc» show quarterly movements in the commodity terms 
of trade. 



It will be seen that the commodity terms ot trade continuously 
improved after the beginning of 192 <. Ihe swing in Germany s 
balance of trade which took place in 1929 did not halt this improve- 
ment. But it was checked towards the end of 1931 and thereafter 
the terms of trade began to worsen. This coincided with the 
marked increase in Germany s export surplus following that 
summer of 1931 — so disastrous to the German economy. 

§ 8. The Direct Effect of Internation ae Trade rroN Trice 

AND Sales. 

This is the appropriate place to consider the use ot a most 
powerful analytical tool, namely the ordinary supply and demand 
curves. As we have already remarked, these give only a partial 
view of the whole situation, but, nevertheless, they are quite 
indispensable to a study of the direct effects of international trade 
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and of measures of trade policy, such as tariffs and their use is 
an essential preliminary to a more far-reaching analysis. 

These curves are used, of course, to explain the price and 
sales of a particular commodity in a single market, but they can 
equally well be used for the same purpose when there is inter- 
national trade, and therefore two or more different markets for 
the commodity. This method has been systematically applied 
by Richard Schuller^ and Enrico Barone^ and forms the basis of 
countless other treatments of problems of international trade. ^ 
The mechanism of the market fixes the price of any good at 
the level which equates the amount supplied and the amount 
demanded — in the language of diagrams, at the point where the 
supply curve and the demand curve intersect. If the price were 
above this equilibrium point, it would be forced down to it by 
competition among sellers, and if it were below it, it would be 
pushed up by competition among buyers. 

Fig. 13 shows the conditions of supply and demand relating 
to a given commodity A in each of two countries. 

1 E 



Before trade takes place between these two markets, the price 
of A is Pi in country I and Pe in country E. Suppose now 
that trade takes place. The commodity will be exported by E, 
since in that market its price is lower than in I. Its price will 
rise in E and fall in I ; the amount produced (or supplied) will 
rise in E and fall in I ; the amount consumed (or demanded) will 
fall in E and rise in I. If we provisionally abstract from transport 
costs, and consider the two countries as together forming one 
market, throughout which there is a uniform price, we can say that 
the new equilibrium price will be that which equates the total 
supply and the total demand of the two countries taken together. 

A Schutzzoll und Freikandtlj especially pp, 58 tt and 101 ti Mtq. 

2 Grundzugt dtr Thtorili^chtn Nationaldkonamit, 2nd edii. (19^), pi- 3, pp* 
]01 tt Beq, 

* 67- Colm, Das G^setz der komparativen Kosten— das Gesetz det kompsra- 
tiven Kaufkraft’* in W tltwiTtBcKafthcUB Archiv (1930), vol. 32. pp. 371 tt stq.; 
Carver, PrmcijdtB of National Economy (1921). 
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This result can best be demonstrated by supposing the left-hand 
diagram in fig. 13 to be turned round and placed back-to-back 
against the right-hand diagram, as in fig. 14. 



The new price (in both countries) is P. The total supply 
(or production) .s'l s', is equal to the total demand (or con.suinption) 
d', d In E, owing to the rise in price, production has increased 
(from Os, to Os',), demand has fallen (from Os, to Od',), and the 
exceas of production over .sales d', s', equals the production deficit 
d', s', in I and will be exported to I. Thus the new price- 
line P must be drawn in such a way that the section of it lying 
between the two I curves is equal to the section of it lying between 
the two E curves. 

These results clearly depend for their validity upon whether 
the demand curve slopes downward and the supply curve upward,* 
as we have assumed in this example. It is nearly always true 
that more will be demanded at a lower price— that is, that a 
demand curve will slope downwards from left to right; and when 
costs are increasing, as they are in the great majority of cases, 
the supply curve must slope upward. Hence our results are usually. 

although not universally, valid. , . i * 

The direct effects of transport costs and of other obstacles to 
trade such as tariffs and prohibitions, can be readily shown with 
the aid of such a diagram. An import prohibition means simply 
a return to the situation which prevailed before trade took place. 
A tariff, provided it is not prohibitive, exerts a weaker influence 

in the same direction. ^ i • x- 

The producers in the exporting country E regard the imposition 

of an import duty by the importing country I, or o an 
duty by E, as equivalent to a reduction, by the amoun o e 
duty, in the price which they can obtain by selling in 


‘ Unle*., of courw, we revere* them, as we ‘“easing LZ w dil 

» The possihility of exceptions to the general rule of increasing 

cussed in § 4 of the following chapter. 
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is shown in fig. 15 by lowering the whole curve-system of I, 
relatively to that of E, by the amount of the duty T. (The same 
procedure would apply, of course, if T represented transport costs.) 
Thus in I the curves SS and DD are replaced by the parallel curves 
S'S' and D'D'. 



Fig. 15. 


In the new equilibrium, the price-line P'l*' must be such that 
the portion of it between the two E-curves equals the portion of 
it between the two new I-curves: d'^ s', = d', s'j It must, therefore, 
lie below the old price-line PP. The price in E falls from P to P' 
and the price in I rises by the difference between the amount of 
the duty and PP'. For the difference between the price in I and 
the price in E must equal tlie duty, so long as the duty is not 
prohibitive. (The price in I must be reckoned from the sunken 
axis, 00' equalling T.) The quantity produced falls in E from 
Os,, to Os'p. Those units of the commodity which now cannot cover 
their costs are no longer produced, and in the new equilibrium 
the marginal costs of the reduced output are sufficiently below 
the old marginal costs to make production profitable despite the 
tariff. Exports are contracted from d* to d'^ s but cou.suinp- 
tion (in E) is increased from Od, to Od\, Production in I has ex- 
panded, in response to the rise in price, from 0S( to Os'| and con- 
sumption in I has contracted from Odj to OdV 

The effects of a duty, and in particular its incidence as between 
the two countries, are discussed more fully in chapter XV, § 1. 
But before leaving this subject, it may be well to say a little 
about the limitations of the supply-and-demand approach or, as 
it is sometimes termed, " the method of partial equilibrium/ 
This method can be applied only to some one commodity, taken 
by itself ; and, even so, it rests upon the assumption that other 
things remain equal ; if any change occurs in any of these other 
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data^ it may cause a shift in the supply-curye or demand-curye 
of the commodity in question. Thus we can use it to study, for 
example, the effects of a particular duty only if we can assume 
that the indirect effects may be neglected, A full analysis must 
take account of the fact that the imposition of a duty affects the 
balance of payments and sets the monetary and foreign-exchange 
mechanism in motion, shifting other supply- and demand-curyes. 
In order to get a complete picture, one would haye to trace all 
the effects and repercussions throughout the whole system of supply- 
and demand-curves — a hopeless task.® There is only one method 
which enables us to draw fruitful conclusions about the situation 
as a whole, and which does not restrict itself to the barren truism 
that everything depends on everything else and that there are 
as many equations as unknowns. This is the method which we 
developed in the last chapter and shall develop further in the 
next, namely, the Theory of Comparative Cost. 

We must emphasise, however, that the doctrine of supply and demand, if carried 
right through to its logical conclusion, merges in the Theory of Comparative Cost. 
But for this it is necessary to make assumptions not only about the shape and 
position of supply- and demand-curyes but also about the way tn which they 
ehift when the monetary mechanism comes into play. Let us suppose that a duty 
is placed upon the commodity A. Less of it will be imported, the balance of 
payments will become favourable, the quantity of money will expand, supply- and 
demand -curves will be shifted upwards, and the consequence will be that the 
import of certain commodities will expand and the export of others contract, 
whilst some new commodities may now be imported and the export of some others 
may now cease — exactly as the Theory of Comparative Cost declares. 

It iH purely a question of expoHition whether one begins, as we have done, with 
the labour cost or (as will be explained in the next chapter) with the substitution 
cost and comes back later to the ordinary supply- and demand-curves or whether, 
conversely, one begins with the latter and goes on from them to the labour-cost 
or substitution-cost relations. But if the later course is chosen, and one wishes 
to get a general view of the whole situation, some simplifying assumptions must 
be made about the way in which the curves shift. For example, Yntema, who 
employs this method,^ assumes that each curve moves to a position parallel to 
its old one and that all the curves are shifted to the same extent. ^ Despite 
this sweeping simplification, his mathematical solutions are very complicated. 

If one does not make this simplification— which underlies also the Theory of 
Comparative Cost®— and takes account of the possibility that the working of the 

« We know, from our study of the monetary mechanism, that the exports of 
the country imposing the duty must diminish unless the duty merely results in 
additional imports of other commodities equal to the diminution in the imports 
of the coramoditv subject to the duty (c.g., flour instead of wheat or tea instead 
of coffee). 

^ A Maihematical Befotmulation of the General Theory of International 
Trade (1932). 

** Similarly, Colm, loc, cit. 

® We have assumed that when money flows in, the money costs (the price 
of labour) and hence the money prices of all commodities rise to the same extent. 
This, together with the further assumption that the real costs (the expenditure 
of labour per unit of product, or the coeflficients of production) — whether they are 
constant or variable as output increases — remain as they were before, unchanged 
by the new situation, implies that every supply-curve moves to a parallel position. 
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monetary mechanism may not shift all the curves to the same extent^ and that 
with this shifting they may simultaneously change their shape (instead of moving 
to a parallel position), it is quite impossible to get a general view of the result. 
This, however, it not because the method is inadequate but because the conditions 
of the real world, or rather the conceivable possibilities, are so complex. 



CHAPTER XII. 


INTERNATIONAL TRADE AND GENERAL EQUILIBRIUM. 


§ 1. The Labour Theory of Value Discarded. 


The present chapter tries to display the Theory of International 
Trade as a constituent part of the modern doctrine of economic 
equilibrium, which is associated with such names as Menger, Bohm- 
Bawerk, Wicksteed, Marshall, Walras, Pareto, Schumpeter, 
Knight, &c.,* and which finds its most exact expression in the 
system of equations of the mathematical economists. 

Our first step towards this end must be to show that our theory 
remains valid even if we drop the assumptions of the Labour 
Theory of Value. This latter doctrine holds good, as a special 
case of the general theory, if there is only one factor of production : 
homogeneous labour. But in reality any country has a great 
number of different factors of production — a whole range of different 
qualities of labour, of land and other natural resources, and of 
produced means of production, such as buildings, plant and equip- 
ment, and raw materials. It is technically impossible to measure 
all these diverse factors of production in terms of any one common 
unit of quantity ; they certainly cannot all be resolved into siinple 
unskilled labour. A further point is that many of these factors 
of production are specific* : either they can be used only for one 
particular purpose, or they would yield so much less if transferred 
to another use (machinery, for example, being used as scrap-iron) 
that in fact they are not transferred. This specificity may arise 
from obstacles to movement, such as the legal prohibition of 
migration or prohibitive transportation cost, or from the technical 
unsuitability of the factor for a different use; and it may be 
permanent or it may be overcome, in time, as when workers are 

trained for a different employment. 

We saw in chapter X that the sole purpose for which we 
introduced the Labour Theory of Value was to determine the 
relative prices in each of the two countries. As Ricardo explained. 


1 It is true that these writers differ on various points ot ^etaU and of exposi- 
tion, but here we are speaking of the fundamental principles which they all hold 

“disUnction between specific and "0“XfoVSr™J rseJ“w«'fi«t 
latter being capable of employment m a number of different uses, was hrst 

introduced oy Wieser. 
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labour cost fixes the prices through its influence upon supply. 
This can be shown diagrammatically in the following way : 




Let us assunae constant costs, eacli uuit of coiimiodity A 
requiring the expenditure of one, and each unit ol commodity 
B of two, units of labour. In fig. 16, quanlities of A are measured 
along the X axis and quantities of B up the Y axis, so that any 
point in the area between the two axes represents a certain com- 
bination of A and B. If the w hole of the available supply of labour 
is employed in producing A, it can produce the quantity Oa. For 
every two units of A whose production is forgone, one unit of B 
can be produced. Thus the available labour can j)roduce, instead 
of Oa of A and no B, Oa of A plus Ob' of B, or Oa" of A plus 
Ob" of B, and so on; or it can produce Ob of B and no A. Thus 
all the possible combinations of A and B which can be produced 
by utilising all the available labour lie U])on the straight line 
ai). The exchange-ratio betw'een A and B will equal the constant 
ratio— of two units of A to one unit of B--at which A and B 
can he substituted for one another. 

When we assume increasing labour costs fo^’ both A and B, 
the substitution-curve takes the form shown in fig. 17. It is 
possible, as before, to produce Oa of A and no B. If it is wished 
to produce Ob' of B, the quantity aa' of A must be forgone. 
A further equal quantitj' bh" of B can be obtained only at 
the cost of giving up a greater quantity of A (aV>aa'), and 
so on ; the more the production of B is substituted for that of 
A, the greater is the cost of producing B and the smaller is the 
cost of producing A, and the greater is the amount of A which 
must be forgone in order to obtain an additional unit of 11. The 
same applies, mvtatis mutandis^ if we start from the point b: 
an increasingly greater quantity of B must be forgone in order 
to produce an additional unit of A. Hence the substitution-curve 
ab is concave towards the origin, 0.® 

3 I'he exceptional case of decreasing costs is discussed in § 4 of this chapter. 
It IS reprcMpnted, on a diagram of this kind, by a curve which is convex towards 
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How is the exchange-ratio determined in such a caseP Under 
constant costs, it is determined solely by the costs : the demand 
determines only the allocation of the available factors between 
the two branches of production and hence the relative quantities 
of A and B which are produced. But when costs are increasing, 
as in the case now under discussion, the demand affects the 
exchange-ratio also, since the relative costs — the substitution-ratio 
— will vary with the relative demand for A and for B. Given 
the combination of A and B which is demanded, the exchange- 
ratio between them will equal their substitution-ratio at that point.* 
In other words, the ratio at which A and B will exchange against 
one another in the market will be equal to the ratio of their 
marginal costa. Any other situation would be one of disequili- 
brium : there would be an incentive to produce more A and less 
B, or conversely. 

It is now obvious that we have no further need of the Labour 
Theory of Value. We can derive the conditions of substitution 
between the two commodities, and express them in the form of 
a substitution-curve, when many different factors of production 
are available just as well as when there is only homogeneous labour. 
However many factors there may be, the relative prices of the 
two commodities will be determined (given the demand) by their 
costs — but we must now follow the Austrian school in measuring 
costs not by the absolute amount of labour required but by the 
alternatives forgone. Thus the marginal cost of a given quantit)" 
X of commodity A must be regarded as that quantity of commodity 
B which must be forgone in order that instead of .r-/, units 
of A can be produced.® The exchange-ratio on the market between 
A and B must equal their costs in this sense of the term. 

The proportions in which the various factors of production are 
combined, in each of the two fields, will of course vary with 
the relative quantities of A and B which are produced. Thus 
if more B and less A is produced, more use will be made of those 
factors of production which can be employed only in the production 
of B, or which are especially suitable for producing B and com- 

0. 8ee Lerner, " The Diagrammatical Representation of Cost Conditions in Inter- 
national Trade ” in Economica, No 37 (Aug. 1932), pp 346 et seq. Mr. Lerner, in 
Paretian terminology, calls our ' substitution-curve a * production indifEerence 
curve.* He shows How the curves of two countries can be added together and how 
the point of equilibrium is the point where a consumption indifference curve 
touches such a curve without cutting it 

^ Gepmetrically, the exchange-ratio equals the slope of the tangent to the 
substitution-curve at the point in question. Cf. Lerner, loc, cit, 

* American writers introduced the teim ' opportunity cost. See especially 
Green, “ Pain Coat and Opportunity Cost/’ Quarterly Journal of Economics, yol. 
8 (1894), p. 21B, and Davenport, Value and Disirihution (1908), chap. 7, and Knight 
(see footnote 7). 

Cl 
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paratively unsuitable for producing A. If a factor is completely 
specific to the production of one commodity it will have no value 
at all unless the amount of that commodity produced is sufficient 
to enable all the available units of the factor to be employed. ° 
But we shall consider this point more fully in § 3. 

The rest of this section will be devoted to the further elucida- 
tion of the proposition that the exchange-ratio between two com- , 
modities will be determined by their substitution costs. In I 
particular, we must prove that it applies to a modern monetary ' 
economy.^ We begin by discussing what determines the form of 
the substitution-curve. 

The greater the proportion of the available factors which can 
be employed in producing either the one or the other commodity, 
the flatter will be the curve, and the smaller will be the change 
in the relative prices of the two commodities associated with a 
change in the combination of them which is produced. If, how- 
ever, most of the available factors are specific to the production 
of either A or B, the curve will have more of a bulge, and there 
will be a marked change in relative prices if an alteration in 
demand causes a shift in production. An extreme example of 
this is shown in fig. 18. We can think of A as an agricultural 



product and of B as an industrial product. The only factor of 
production which is common to both A and B is labour, and — 
at any rate in the short run — ^the mobility of labour between the 


The Labour Theory of Value may be regarded as presenting a special case, 
although a highly improbable one, of the general solution given here. For it makes 
the aimphfying assumption that all the available factors are equally suitable for the 
production of either A or B, none of the factors being in the least specific. 

7 The best and most exact formulation of the general theory under discussion 
in non~niathematical terms will be found in the writipgjs of F. H. Knight. See 
especially his two essays, A Suggestion for 8inu)lifyiiig the Statement of the 
General Theory of Price," Journal of PoliiiGoi aconomy^ vol. 36 (June 1928), 
pp 356 H «eo., and *' Fisher’s Interest Theory," Journal of Political Economy^ 
vol. 39 (April 1931), pp. 181 ef «eg. See also his Riik^ Uncertainty and Proht 
(1921), chaps. 3 and 4, Recently he has introduced a number of qualifications 
(see his two essays, " Bemerkungen iiber Nurtzen and Kosten " in Ztvlschrift fur 
Nationaldkonomitt vol. vi, 1935) which are partly identical with those discussed 
in § 3, point 3, of the present chapter. , 
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two branches is quite small. Hence the curve has the kind of 
shape shown in the diagram. The sharp kink at P indicates that 
the production of B cannot be expanded much^ even if the pro* 
duction of A is greatly contracted or quite abandoned^ and 
conversely. 

The shape of the curve reflects the fact that only a small part 
of the available factors can be transferred from one branch of 
production to the other. If no factors whatever could be trans- 
ferred, the curve would become the L-shaped line bTa', indicating 
that it is impossible to bring about even the smallest increase 
in the output of one commodity by contracting the output of the 
other.® The reason why a change in demand leads to a compara- 
tively great change in relative prices, in such cases, is that pro- 
duction cannot adapt itself to the new demand-situation. 

The shape of any substitution -curve will vary according to the 
length of time which is supposed to elapse between the old situation, 
represented by one point on the curve, and the new situation, repre- 
sented by another. The longer the time allowed for production to 
adapt itself, the flatter will be the curve. In the short run, most 
means of production, such as plant and equipment and even labour, 
are specific. In the long run, plant and equipment wear out or 
become obsolete, and labour can be trained for other jobs, while in 
the very long run a new generation of workers replaces the old. 
Thus labour and capital can be diverted, in time, to other branches 
of production.® But it will be noted that our doctrine is by no 
means a purely static one. It does not relate only to a hypothetical 
final equilibrium, in which there is no incentive for further move- 
ments of factors between industries. It applies also to short 
periods.* For even in the short run some movement of factors can 


® A hair-BpViUer might object to calling this a Bubatitutiou-curye, since by 
hypothesiB no Bubstitution can take place, but this purely verbal objection need not 

9^1^' Knight, Fisher' i Interest Theory, loc. cit., p. 189. But 1 
altogether agree with his statement (p. 196), There can be no question that, if 
suflicient time for adjustment is allowed, productive capacity can be tranflferrea 
from nearly any use to pearly any other without serious diminution in its relative 
efficacity in the expanding industry. That is, the general rule for the long run . 
is approximately constant cost; the amount of one commodity which must be given 
up ih order to produce an additional unit of another is generally not much affwted 
by the relative amount produced.” He at once (qualifies this by adding, 
for readjustment, and speaking of important industries and of changes wit hija a 
range which does not take either of those (industries) affected out of «iat daw. 
Even so, it seems to mo definitely an exaggeration. Neverthdess, it is true ^t 
the adapUbility of a modern economy is much greater than u 
In particular, physical capital goods are more mobile and ^ 

commonly beiieved. (See the interesting "‘icle by Miser The Mobility of 
Capital,’* Quarterly Journal of Eeonom%c», wl. 46 (May 1932), PP- 

> The twofold division into short run and lonn run is an ^-simpUfiMtaon. 
As Marshall has suggested, wo should assume a whole senes of runs of difierent 
l««ngtha. 
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take, place : for example^ whenever a particular capital good wears 
out or is discarded, the capital which it represents (provided that 
sufficient provision has been made for its amortisation) again 
becomes ^ free capital/ which need not be reinvested in the same 
form as before. 

We have seen that the curve will be less flat in the short run 
than in the long run. This implies that a change in demand will 
at first produce a relatively marked change in prices. In the 
industry towards which demand has turned, time will be required 
for establishments to attain their optimal capacity, for additional 
workers to learn their new tasks properly, and so on. In the 
industry from which demand has turned away, output will not at 
once diminish by the full amount appropriate to the new situation. 
Many of its means of production will be either completely specific 
or capable of employment elsewhere only at a heavy loss. Provided 
that prime costs can be covered, these will continue to be used, 
although, of. course,- their value will be written down. Hence 
output will remain comparatively large and, owing to the decrease 
in demand, there will be a comparatively great fall in the prices of 
the products. As time goes on, the situation will alter. On the 
one hand, new firms and factors will enter the expanding industry, 
and its output will increase. On the other hand, in the contracting 
industry, machinery and other appliances of production will in 
time wear out and will not be replaced, and hence its output will 
diminish. Thus the fall in the prices of its products, relatively to 
the prices of the products of the expanding industry, will become 
less than it was at first. 

This sequence of events can be observed after the imposition or 
increase of import duties, which divert demand away from the 
foreign suppliers, and after a time away from the export industries 
of the country in question, and towards the protected industries. 

We must now show the application of this reasoning to a modern 
money economy. Of course we cannot state directly the substitu- 
tion-ratio between two commodities, saying, for example, that a 
certain change in the relative prices of wheat and motor cars will 
cause one additional motor car to be produced in place of so many 
bushels of whea*:. Nevertheless our doctrine can be applied in its 
essentials, given certain conditions, to a modern economy. 

The substitution-relations between the commodities are no longer 
direct, but are indirect, operating through the medium of money 
costs. All the various substitution curves are brofught, so to speak, 
under one common denominator, being split up into the money cost- 
curves of the individual commodities. Hence by * costs * we shall 
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in future mean money costa, unless otherwise stated, and not 
labour-cost or opportunity-cost. 

Our proposition remains valid in a monetary economy under the 
following assumptions : (1) The price of every product equals its 
marginal (money) cost, this being the sum of the prices of the 
additional factors required to produce ^ units instead of x-1 units; 
(2) the units of any factor of production, provided that they are 
mobile and substitutable for one another, have the same price in all 
uses; (3) the price of every factor of production, including immobile 

and specific factors, equals its marginal productivity. This the 

value of the addition to the physical product due to the addition of 
One unit of the factor — is the same in all uses, provided that the 
factor-units are similar and substitutable for one another. 

These conditions, as is well known, are brought about by com- 
petition. Workers® and landowners and, in general, owners of 
means of production, try to get as much as possible for the services 
of their labour or land or other factors. The entrepreneurs who 
hire these services endeavour (given such circumstances as the state 
of technical knowledge) to combine them and utilise them in the 
most productive ways and, in general, to conduct their businesses in 
such a manner as to maximise their own incomes. It follows that 
if the marginal productivity of any factor in some given establish- 
ment is less than its general marginal productivity (which equals 
its price) the entrepreneur in question will reduce his costs more 
than his receipts by dismissing some units of that factor. These 
will then go elsewhere, into other establishments and possibly other 
uses, in which their marginal productivity is higher. If, on the 
other hand, the marginal productivity of any factor in any estab- 
lishment is higher than its price, the entrepreneur in question will 
hire more units of that factor, since by so doing he will increase 
his receipts more than his costs. In this way, competition equalises 
marginal productivity and price in every branch of production.® 


^ If we divide, workerB into groups, so that each group contains workers of the 
same grade and efficiency, it is sufficient if there is competition among the members 
of cadi group. See § 3 oelow, passim. 

s These propositions form a generally -accepted part of economic theory, and 
it would be out of pla<:e to discuss them here at any length. They are perhaps 
best formulated by Knight, Uncertainty and Profit, chap iv 8ee also 

Wicksteed, Co-ordination of the Laws of Distribution (reprinted by the 
London School of Economics, 1932) and The. Common Sense of Political 
Economy (1910; new edition 1933-4), J, B, Clark’s exposition in his Distribu- 
tion of' Wealth is oversimplified and suffers from a hazy concept of capital and 
from nis endeavour to find a moral significance in the law of marginal pn»duc- 
tivity. The subject is treated much belter by Bdhm-Bawerk, Positive Theoris 
de$ Capitals — see especially Exkuraus 7 in the 3rd edn., or the 4th edn. Cf. 
also Wicksell (1893), Ueber Wert, KapitaJ vnd Rente (reprinted by the Iiondon 
School of Economics, 1933), and Lectures on Pfditical Economy. voL 1, piart 1. 
Schumpeter, “ Das Grundprinzip der Vertoilungstheorie,” Archiv fur Sotialwisstn- 
shaft, vol. 42 (1916-17); Landauer, Prohhme der funktionelh.n Verteilung des 
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Let US now recapitulate our assumptions. The price of every 
factor equals the value of its marginal product. Hence a (small) 
quantity of any factor can be substituted at the margin^ for a 
(small) quantity, having the same value, of any other factor. 
(The substitution may be direct or may take place through a general 
reshuffling of the distribution of factors among industries.) On the 
other hand, the price of any product equals the sum of the prices 
of the factors required to produce the marginal unit of it. Since 
two things both equal to a third are equal to one another, it follows 
from these assumptions that a unit of commodity A will exchange 
against that quantity of commodity B which requires (at the 
margin) an equally valuable collection of factors to produce it. Tn 
other words, the exchange-ratio between two commodities will equal 
their (indirect) substitution-ratio or opportunity-cost (in terms of 
one another) — which is the proposition we set out to prove. 

§ 2. The Theory of Comparative Cost Restated, with Special 
Reference to Specific Factors. 

It should now be clear that, if the exchange-ratios between com- 
modities are equal to their substitution -rati os, the doctrine of com- 
parative adv4intage is perfectly valid even if we discard all the 
simplifying assumptions of the Labour Theory of Value. The same 
applies, of course, to the presumption, derived from this doctrine, 
that unrestricted international exchange will be advantageous to 
all parties. 

In order to show this, we should have to set out, instead of a 
series of absolute labour-costs (like that on page 138), a series of 
relative prices or exchange-ratios, using any one commodity as a 
numeraire with which to measure prices. This series would equally 
represent the substitution-ratios, since these are the same as the 
exchange-ratios. Each country would specialise in those branches 
of production in which it had a comparative advantage or, in 
other words, ^would produce those goods whose costs were relatively 
lowest. For example, if in country I one unit of A exchanged 
against one-and-a-half units of B, and in country II one unit of A 
exchanged against one of B, country I would plainly have a com- 
parative advantage in the production of B. The rest of the argu- 
ment, and the proof that specialisation would increase the total 

wirtBchaftUchen Wertta (1922); Mayer, article on Z\iTechn\ing** in Handwdrttfhwnh 
dtr StaatavjisaenachafUn, 4th cdn., and the references there given; Hicks, Theory 
of Wages (1932). . 

^ If the quantities of factor.^ substituted for one another are not relatively 
small, BO that more than a marginal change occurs, the substitution-ratio will be 
shifted. But this does not inv^idate our doctrine. 
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output, would be exactly the same as in chapter X, where we 
assumed the Labour Theory of Value. But one new problem would 
emerge : that of the change in the distribution of the total product 
among the yarious factors of production. This problem is discussed 
in § 3. 

The point which gives rise to most misunderstanding is the 
influence of international trade upon the prices and employment 
of immobile and specific means of production. It is constantly 
urged that the Theory of International Trade, as we have presented 
it, assumes the complete mobility of all factors, or means of pro- 
duction, within a country, and that a country can carry out the 
adaptations required by international trade without loss only if 
this condition is fulfilled. It is contended that when immobile 
and specific factors exist, every adaptation must involve severe 
loss, even if it is in the direction indicated by the principle of 
comparative advantage. When, for example, an import duty is 
removed, a shift in production will be required. It is urged that 
this must reduce the value of those means of production — land, 
buildings, machinery, intermediate products, and so on — which are 
employed by the industries from which protection has been removed 
and which cannot be transferred to other uses, and that the owners 
of these specific factors will thereby suffer a reduction in their 
incomes. This argument is always employed against every proposal 
for a customs union or for the removal or reduction of a tariff. 
For instance, a Pan-European, or even an Austro-German, customs 
union would necessitate great adjustments in all spheres of pro- 
duction. It is maintained that these adjustments would involve 
such a vast destruction of capital that it might well be asked 
whether the expected but distant increase in output might not 
be purchased too dearly.® How would the present generation profit 
from advantages reaped only after all the adjustments and adapta- 
tions have been made? As Mr. Keynes once remarked, in the long 
run we are all dead. 

But this argument, which is always making its appearance in 
one or other of its various forms, contains a serious error. For 
the loss of capital does not imply any loss of national income. It 
reflects only an altered distribution of that income. The actual 
loss arising from the frictions of adaptation is much less than 
the loss of capital, with which this argument wrongly identifies it. 

* See, P. Kaufmann, *' Paaeuropaiflche Wirtachaftafragen ” in Der 

aUtTTtkht Volkawirt, Jg. 18 (1925-36), p. 372, or Eulenburg, " Gegen die Idee einer 
earopaiflchen Zollunion in EufO^\9cnt ZcUunion (1026), pp. IT et geq. Both 
these contain the fallacy discuased below in our text. 
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The proof of this is implied in our previous analysis.® But, 
since it is desirable to bring it out as clearly as possible, we shall 
consider at some length a concrete arithmetical example.®^ 

Let us suppose that a country has a field of iron ore, upon 
which an iron and steel industry is based, and let us trace the 
consequence of an increase in foreign competition which causes 
the price of iron and steel to fall until in the end some or all 
of the works are compelled to close down. The fall in the price 
of foreign iron and steel may be due to any of several causes. 
The country in question may have lowered its import duties or 
there may have been a reduction in transport costs. The foreign 
industry may have made some improvements in technique not 
open to the home industry or may have been granted a subsidy 
by its Government. Again, the reduction in foreign costs might 
be general, arising from the working of the monetary mechanism : 
for example, the foreign country might be making unilateral pay- 
ments. In any event, let us assume for the sake of simplicity 
that the fall in price is a permanent one. 

The receipts and expenditure of a concern in the home iron 
and steel industry may be as follows^ : 

Receipts. 

Gross receipts from sales of products, - - - 100 

Expenditure. 

(1) Current expenses for wages and salaries, materials, 

&c., including interest upon this outlay, i.e., upon 

the circulating capital, 50 

(2) Interest and depreciation upon the fixed capital 

invested in buildings, machinery, &c., - - 20 

(3) Rent of land, including the iron-ore deposits owned 

by the concern, - 30 

100 

(1) 50 represents the payments for the mobile and non-specific 
factors of production, which at any moment can find employmefit 
elsewhere in other uses. (2) 20 represents the ' costs ’ of the fixed 
capital. This is specific to the industry; broadly speaking, it will 

^ The pre.sence of specific means of production is expressed in the shape of 
the substilution curve (which it makes more like an L and less like a straight 
line), so that our analysis has already taken it into account. 

Ca The following analysis is static in the sense that it abstracts from processes 
of deflation which may, and probably will, be started by such changes as are pro- 
duced by the formation of a customs union. This does not, however, rob it of its 
imTOrtance, since the transition to the new equilibrium can be made smooth— -the 
deflation may be avoided — by appropriate measures. 

7 The figures are quite arbitrary ; the reader may vary them as he wishes. 
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become ‘ iree ^ and therefore transferable only after a relatively 
long period, after it has been worn out and amortised. This item 
is what Marshall terms quasi-rent. (3) 30 is the income of the 
completely specific factors, which cannot be employed for any 
other purpose. It is rent in the strict theoretical sense uf the 
term.® 

Now suppose that the price of iron and steel falls, reducing 
the receipts by 30. This represents an enormous loss to our 
entrepreneur, but he will not diminish his production in the 
slightest. The value of the specific factors must perforce be written 
down, and all the rent is wiped out, but so long as interest can 
be earned upon the circulating and the fixed capital, production 
will continue. The loss of the producers of iron and steel is 
balanced by an equal gain, measured in money, to the consumers. 
The national income is not diminished,® since the volume of 
production remains constant. Suppose now that the price of 
iron and steel falls still lower, reducing the receipts by a further 
10 or 15. This increases the loss to the producers, but so long 
as the circulating capital needed for current expenses, under (1), 
continues to reproduce itself and to earn interest, production will 
go on. The value of the specific factors — the fixed capital — will 
be written down to the value (as scrap) of the material in them; 
if any of such factors are not completely specific, but can be 
used elsewhere, their value will be written down to what they 
are worth elsewhere. This loss of capital has occurred and must 
be accepted ; an entrepreneur would rather recognise it in his 
books, and continue producing, than abandon the enterprise and 
lose everything. The quasi-rent disappears. But the outlay under 
(1) cannot be reduced, for it consists of payments to non-specific 
Actors, which would leave the concern and go elsewhere if they 
did not receive their full market price. 

Up to this point, we have recorded losses only to particular 
persons and not to the community as a whole, since the consumers 

* OpinioD may vary as to the allocation of particular items of expenditure 
among these three groups; but that does not affect the issue For example,, 
the value of the iron ore would be included under (1) if our concera bought its 
ore from another firm, and in that case the rent of the ore deposits woiHd not 
appear under (3). We have not space to discuss fully all such variations, which 
do not affect tne main argument, We assume, for example, that the high cost of 
transporting ore causes each iron and steel works to have its own adjacent ore 
mines ; b®nce, from the standpoint of our entrepreneur, the rent of his iron ore 
deposits is a residual income. 

• If the consumers live outside the territory of the national or other com- 
munity under consideration, this community may of course suffe’’ a loss. But thcje 
will be no loss from a cosmopolitan standpoint. This does not mean, however, that 
Free Trade is to be advocated, in such a case, only from an altruistic cosmopolitan 
standpoint. For if the industry of one country is displaced by the industry of 
another from some third market, the country which is injured is powerless to alter 
the situation by imposing or increasing import duties. 
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of iron and steel gain as much as the producers lose. Let us 
now go a step further, and suppose either that the price of iron 
and steel falls still lower or that part of the fixed capital wears 
out and must be replaced if the concern is to continue producing. 
Now, at last, the concern will be compelled to close down, since it 
can no longer pay the market price for its non-specific factors. 
But this implies that these factors can produce sufficient elsewhere 
to earn their market price. ^ Hence the closing of the concern 
represents no loss to the community. On the contrary, such a 
loss would be caused if these factors were artificially retained, 
by means of a duty or some form* of public subsidy, in their present 
employment, where they are now of less utility than they would 
be in other employments. 

As a rule, an industry comprises numerous concerns, including 
marginal ones which, unlike the one in our example, earn no rent 
to serve as a buffer against shocks. Moreover, it is probable 
that at any moment one or other of these concerns will be about 
to replace some of its fixed capital. Under these conditions, 
every fall in the price of the product will probably cause some 
contraction of the industry by compelling a concern on the margin 
to close down. But in principle the process remains the same.^ 



Fir. 19. 

The lower the price falls — the more cheaply, that is to say, foreign 
countries can supply — the greater will be the gain of the home 
(‘ountry from the international division of labour. We should 


i their productivity elsewhere were leas, their price would be leas. 

- I? or example, the industry might be granted public contracie upon favourable 
leims. or r 


II * marjjfinal concern does earn a rent and can therefore survive a moderate 

tali m price, this is to be represented diagrammatically as in ftg. 19. The sub- 
stitution-curve contains a kink at the point P, instead of being continuouiJy 
smi.oth. The two straight lines t, and ..re both tangenU to the curve at P. 
If ilie price ratio were originally in the neighbourhood ^ that represented by the 
u ^ represented by the slope of without 

1 ^ production. But if the price-ratio were to fall to V the com- 
bination 1), would be produced instead of the combination s, b,. 
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add, however, that to prevent a fall in price by imposing a duty 
will not necessarily diminish the national income in those except 
tional cases in which the marginal concern earns a rent and 
would therefore maintain its output, at any rate for a time, despite 
the fall in price. For under these conditions a duty would not 
cause any misdirection of factors : production would be the same 
as it would be without a duty, ignoring indirect influences, the 
duty would cause only an alteration in the distribution of the 
national income. 

The whole of the above analysis rests upon the important 
assumption that competition ensures flexible prices and, in 
particular, that the prices of specific factors will fall, if necessary, 
to zero before their owners cease to use them. This will probably 
be true of material means of production : the owner of, say, 
a plot of land or a building would rather obtain something from 
it, either by hiring it out or b^^ utilising it himself, than leave 
it idle. Indeed, we are always witnessing entrepreneurs working 
' at a loss ’ instead of closing dowm/ But our assumption does 
not a])ply to one most important factor, namely, labour. Here 
the working of the price-mechanism is partly stultified, since 
workers often respond even to quite small reductions in wages 
by withholding their labour. This involves a true loss from 
friction, in the form of strikes and unemployment.^ But clearly 
such a loss, accompanying a period of transition, is different in 
nature from a fall in the value of certain fixed capital, for the 
latter could not be avoided even if the price-mechanism w^orked 
perfectly smoothly. We may perhaps add that these frictional 
losses due to the imperfect flexibility of wage-rates are less serious 
than one might at first suppose, since of all factors labour, apart 
from a few exceptional cases, is the least specific.® 

One important practical conclusion to be drawn from our dis- 
cussion is that, despite the contrary view expressed, for example, 
by Schtiller,^ the existence of unutilised means of production is 
no argument whatever for tariffs. Schuller sets out from the indis- 
putable premise that In no country are the natural resources 
of fertile land, water-power, and deposits of coal, iron, and other 
minerals fully utilised. They remain available for the expansion 
of whatever branches of production may require them.^ But from 


possible that during a period of transition a concern may continue 
X if it cannot cover its prime costs; this will happen it the entre 


^ It is also 

to operate even i« vcwauw wtw* j^-- — - — , i 

preneur thinks that the situation will soon improve again, and that it will te less 
costly to continue producing in the meantime than to close down and then reopen. 
We discuss thSs matter in detail in chap, xvii, § 3, p. 260. 

* This point is expanded in § 3 of the present chapter. , » j t 

' •iekvtttoU und FTtiKandtl, p. 78, and th» t. anslation in Rtad%ng», <f '.‘ 

ed. by Tauisig. 
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this he concludes^ that tariffs can bring about the utilisation of 
such idle means of production and thereby, under certain condi- 
tions, lead to an increase in the total production of the economy.” 
We have seen that this argument, at least in so far as it relates to 
material means of production, rests upon a fallacy. It is in no 
w&y surprising or abnormal that not all means of production are 
utilised; on the contrary, there are good economic reasons for it. 
As Ropke has pertinently remarked,^ economic forces tend to bring 
about not a maximal but an optimal utilisation. One can scarcely 
conceive a situation in which all the meanjs of production are 
utilised, every scrap of land being tilled, all plant and equipment, 
however old or obsolete, being employed, and every deposit of coal, 
however poor, being mined. An approach to such a situation, such 
as perhaps exists in, say, China or India, would be a sign of great 
poverty and not, as Schuller's theory implies, a symptom of 
abounding wealth.^ Nor does it make the slightest difference 
whether the unutilised means of production are due to Nature, 
like land and mineral deposits, or have been made by man, like 
factories and machinery, although the layman is far more? impressed 
by the idleness of man-made means of production. In reality, the 
Qon-utilised means of production (provided that the value of their 
products would not cover the costs of the other factors which must 
be combined with them, since the latter can produce more else- 
where) represent neither a destruction of capital nor a loss to the 
economy as a whole. They are milestones upon the road of 
economic progress along which the economy is moving under the 
influence of technical progress or of the international division of 
labour.* The losses, which seem so obvious and impressive, may 
Indeed be real losses from the standpoint of the owners of the idle 
factors, but they are outweigh‘ed by greater gains to other persons. 
To the community as a whole, the net result is a gain and not a 

® Schuller adduces other circumstances, in addition to this premise, in support 
of his claim that tariffs may enable a better use to be made of existing means of 
production. But this does not affect the discussion in our text. 

* See the trenchant criticism of O. Mackenrpth in his interesting article 
'* Zollpolitik und Produktionsmittelversorgung," W tltwirischafUiehta ^rcni-p, toI. 
29, 1 (1929), pp. 89 tt Mtq, See also "Habener, ** Die Tbeorie der kot^arativen 
Kosten und inre Auswertung .fiir die Begriindune des Freihandels/' WaltwirU’ 
chaftlichea ArcMv, vol. 32 (1930), and Mis^, “Das feslangelegte Kapital *’ in 
fSconominche Opstellen^ Festschrift fiir Verrijn Stuart (Haarlem, 1931), reprinted 
in Grundprohleme. der Nationalokonoviie, p. 201 e.t aeq. (1933). 

^ “ Die neue Wirtschaftsstruktur Deutschlands als Grundlage seiner kiinftigon 
Handelspolitik/’ Schriften dee Vereina fur Sot\cdf<Aitikf vol. 171, 1 (1926), p. 9. 

3 Another interpretation of Schnller’s theory is possible. He might nave in 
mind certain resources, such as water-power, which are not utilised . owing to a 
shortage of capital. In that case it is true that their Idleness is a symptom'Of 
poverty. But it in no way follows that tariffs would lead to a net import of 
capital. We discuss this point in chap, xvii, § 4, pip. ^3 et aeq. 

* Unutilised labour-power — unemployment — is in a different Category. See 
chap, xvii, § 3, p. 2^. 



GENERAL EQUILIBRIUM 


189 


loss. When, for instance, a factory is closed down for the reasons 
given above, before the capital invested in it has been amortised, 
it may be said with truth that the original investment (owing either 
to miscalculation or to subsequent unforeseen changes) has turned 
out to have been a misdirection of capital. But in economic affairs 
bygones are bygones; and, in the circumstances which we are 
assuming, the best utilisation of the community's resources in the 
future involves closing down the factory.* 


§ 3. The Influence of International Trade upon the 
Distribution of the National Income. 

1. The Treatment of the Problem in Classical and Neo- 
Classical Doctrine. — The foregoing discussion has shown what 
powerful influence international trade may have upon the personal 
and functional distribution^ of the national income, since every 
change in international economic relations may alter the relative 
prices of different means of production. 

In classical and neo-classical doctrine, this very important topic 
is considered under two different heads. The first of these is the 
analysis of hpw international trade affects wages, rent, and 
interest (or profits),* relatively to one another. The second is the 
doctrine of ‘ non-competing groups ’ of workers.^ 

Under the first head, it is shown that the importation of agri- 
cultural products by an industrial country tends to reduce the 

< We are not here supposing that the mal invesiments occurred during a general 
boom. In that case, the loss and writing-down of capital during the subsequent 
depression would represent a net loss to me economy, since it would not be offset 
by gains elsewhere. But the loss occurred when the investments were made; the 
subsequent writing-down of capital-values merely recognises an accomplished fact. 
The loss would be increased, and not lessened, by any form of intervention which 
prevented full account being taken of it and thereby hindered such transfers of 
capital as might be possible to adapt the economy to the new situation. See 
Scniff, Kapitmbildunri und Knyiialouftthrung im Konjunkturverlauf (1933), pp. 73 
ti Mtq. The preceding considerations are not intended to deny that indirectly 
such a loss of ‘ private ’ capital may have very serious consequences and lead to 
losses for the economy as a whole — losses which, from the point of view of stetic 
theory; are due to frictions, but, nevertheless, very real and painful losses, s.g., 
a cumulative process of deflation may be set in motion by a breakdown in any 
particular industry or the maintenance of the capital stock may be endangered 
because of a change in the ratio of saving and spending due to the change in 
distribution. The latter case is touched on in Pigou, Economics of Welfare^ 4th 
edn., and Hayek, The Maintenance of Capital,” Economica, vol. 2 (new series), 
No. 7 (August 1935), pp. 241 et stq. 

® Upon the concept of personal ' and ' functional ' distribution, see especially 
Clark,- fhe Distrihution of Wtcdih, and Landauer, Grundprohltmt dtr funkttonellan 
VeTteilung des wirtschaftlichcn Weries (1924). 

See, e.o., Bastable, Thtory of Initmational Trade, ch^. 6, “ Influence of 
Foreign Trade on the Internal Distribution of Wealth,” pp. 9 t to 109, 

7 The concept of * non- competing groups ' is due to Cairnes, Some Leading 
Princijdts of Political Economy (1876). The most detailed treatment of the question 
is that given in Tanesig's Initmational Trade, chap. 6. 
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incomeB of its landowners, by bringing down rents, but has a 
Favourable influence upon wages and incomes from capital. Real 
wages increase, since the imported foodstuffs are cheaper. In the 
exporting agricultural countries, the effect is the opposite. There 
rents tend to rise, since the margin of cultivation is extended.® 

This analysis is undoubtedly pertinent. At the same time, it 
is inadequate in that the threefold division of factors into land, 
labour, and capital, and the corresponding threefold classification 
of incomes, is too great an over-simplification of reality. As Knight 
drastically puts it, a threefold division of factors of production into 
animal, vegetable, and mineral, would be just as satisfactory from 
the theoretical standpoint as the traditional classification.® We 
shall endeavour later to bring the main conclusions of the classical 
theory under a more general formulation. 

The doctrine of ‘ non-competing ’ or, more briefly, ‘ closed ’ 
groups of workers is based upon the fact that there are many 
different kinds of labour. The movement of workers from one of 
these closed groups to another cannot take place, owing to some 
obstacle or other, but within any one group there is free competi- 
tion and hence a uniform rate of wages. When labour is thus 
regarded not as one homogeneous factor but as a number of different 
factors, the assumption of one uniform wage-level for all workers 
of course disappears. 

The effect of this phenomenon upon the price-system is treated 
differently by different writers. Cairnes, who introduced the con- 
cept, regards the number and nature of the various closed groups 
as definitely fixed and given. He points out that under the classical 
theory of international trade, which assumes that factors are 
immobile between countries, the homogeneous labour-supply of each 
different country is in effect a different non-competing group. He 
concludes that if there are non-competing groups within a parti- 
cular country, the economic relations between them can be 
explained by applying the Theory of International Values. The 
reciprocal demand of these groups, within the same country, for 
one another’s products will determine the level of wages in each 
group. 

Taussig’s analysis goes much deeper than that of Cairnes. He 
points out that it is not correct to take the number and com- 
position of these groups as something which is given once and 
for all. We should not, at least when taking a long view, regard 

® S. N. Patten adduces this circumstance as an nrgument for tariffs. See his 
EJconomic Ba»is of Protection (1890). 

® Basiable, loc. cit., calls attention to the limits of this classification and 
emphasises that it is only a first approximation, although a very useful one. 
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the demand for a particular kind of labour (derived from the 
demand for its products) as the sole force determining the level of 
wages in that particular group. We should take account also of 
the conditions of supply of the labour in question. Indeed, it is 
even conceivable that the demand may have no influence whatever 
upon the relative levels of wages as between the different groups. 
Marshall has constructed the following case to illustrate this 
possibility. 

“ . . suppose that society is divided into a number of horizontal grades, each 

of -which is recruited from the children of its own members ; and each of which 
has its own standard of comfort, and increases in numbers rapidly when the 
earnings to be got in it rise above, and shrinks rapidly when they fall below 
that standard. Let us suppose, then, that parents can bring up their children 
to any trade in their own grade, but cannot easily raise them above it and 
will not consent to sink them below it. . . . 

" On these assumptions the normal wage in any trade is that which is 
sufficient to enable a labourer, who has normal regularity of employment, to 
support himself and a family of normal size according to the standard of comfort 
that is normal in the grade to which his trade belongs ; it is not dependent on 
demand except to this extent, that if there were no demand for the labour of 
the trade at that wage the trade would not exist. In other words the normal 
wage represents the expenses of production of the labour. . . .’'to 

In the language of pure economics, these sociological assump- 
tions about induced changes in population mean that the various 
kinds of labour are supplied at constant cost : they have a horizontal 
supply-curve. When this is so, a change in demand would have 
no influence, in the long run, upon their price, but only upon the 
amount supplied. 

We thus have two extreme cases. Cairnes assumes that the 
supply of labour within these closed groups is completely inelastic. 
Marshall, in the case quoted above, assumes that it is completely 
elastic.^ 



editionB. 

^ The two cases are shown in the following sapply-and-demand diagrams, 
relating to one of these closed groups. The quantity of labour, supplied and 
demanded, is measured along the Ascisaa and the price — that is, the wage — up the 
ordinate. 
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The supply curve, according to Cairnee, is completely melaatic> or vertical, 
as in iig. 20. According to Marshall, it is* completely elastic, or horizontal 
as in^fig. 21. In the former case, a shift of the demand-carve from DD to D^D' 
affects only the price ; in the latter case it affects only the quantity supplied. 
The Ricardian doctrine that the different kinds of labour can be brought under a 
common denominator by taking their different exchange-values as they appear in 
the market, can be interpreted along the lines of this Marshallian construction. 

One's conclusion as to the influence of international trade upon 
the comparatiye position of the various groups will differ according 
to which of these two limiting cases one regards as the more likely. 
Suppose that in a given country there is a closed group of the type 
assumed by Gairnes. Suppose that some change in conditions 
abroad gives this country a greater comparative disadvantage than 
before in the products of this group, which must therefore face more 
intense competition from imports. The wages of the members of 
this group must fall, as, for example, they fell in Europ< j agricul- 
ture under the pressure of increased imports of grain from overseas. 
But if their wages fall sharply, workers will leave this group as 
time goes on, and will not be replaced by new ones. Thus the case 
of Gairnes is to be regarded rather as a short-run construction, 
whilst that of Marshall is essentially of a long-run character. 

If, on the contrary, the country enjoys a comparative advantage 
in, and therefore exports, the products of the closed group, inter- 
national trade will raise their wages. It is quite possible that the 
trade union of this group may be sufficiently powerful to keep oUt 
would-be new entrants, and thus keep the group a closed one, even 
if its wages are much higher than wages in other groups. But if 
one thinks that the hypothesis of an elastic supply tallies more 
with the facts, one must conclude that in the long run international 
trade has no influence upon the relative wages of the different 
groups of workers. Taussig seems to hold this view, for he says : 

“ The lines of social and industrial stratification in a country are determined 
chiefly by the conditions that prevail within its own limits— by i*he numbers in 
the several groups and their demands for each other's services, and in some 
uncertain degree by their different standards of living.^ An added impact of 
demand from a foreign country will rarely change the relative rates of wages which 
have come about from the domestic factors. The social stratification that results 
from the domestic conditions is well established and seems to be deeply rooted ; 
and it is not likely that international trade will impinge on it with such special 
effect on a particular grade as to warp it noticeably.^ 

If we regard such a situation as a modified version of the 
Marshallian case, there is no contradiction when Taussig, despite 
his denial that international trade has any great influence upon the 
relative position of the various groups of workers, not only concedes 


2 My italics. 

^ hiternationad Trade ^ pp, 66-7. 
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but stresses the influence exerted by the supplies of different types 
of labour on the nature of international trade. Indeed, it is clear 
that the latter will be strongly influenced by the presence in one 
country of social strata and of closed groups of workers not present 
in other countries, if this results in an abundant and cheap supply 
of certain kinds of labour. Taussig gives as an example Germany’s 
export of chemicals and especially of coal-tar products, which is 
largely due to the presence of an abundant supply of qualified 
chemists and trained assistants. (The presence of a large supply 
of a certain kind of labour has the same consequences as the pre- 
sence of a large quantity of any other means of production — for 
example, of fertile land, which makes a country especially suitable 
for agriculture. To be accurate, we should consider the available 
quantity of the means of production in relation to the demand. If 
the home demand for the products of any particular factor is 
especially strong, those products may not be exported, despite the 
large quantity of that factor which is present.) 

In many respects Taussig’s exposition is most ingenious and 
persuasive, combining acuteness of analysis with a wide knowledge 
of the relevant facts. Nevertheless, the treatment of non-competing 
groups in the classical theory, even as he presents it, cannot be 
termed theoretically complete and systematic. It is somewhat of 
a patchwork, and can be replaced with advantage by a more com- 
plete and elegant solution, provided that we substitute our general 
theory for the simplifying assumptions of the Labour Theory of 
Value. This we shall now endeavour to do. 

2. A Systematic Analysis of the Probi^m. — ' Closed groups 
of workers ’ are obviously only special coses, in our terminology, 
of more or less specific factors, limited for technical or other reasons 
to certain employments. The following propositions can be stated 
as to the influence of international trade upon the relative scarcity, 
the marginal productivity, and hence the relative prices of the 
various specific and non-specific means of production : fl) When 
international exchange of commodities begins to take place,, it will 
cause a rise in the prices of those factors which are specific to the 
export industries of a country, being employed there in relatively 
greater quantities than in other industries; (2) it will cause a fall 
in the prices of whatever factors are specific to those industries in 
which the country has a comparative disadvantage, and which must 
therefore contract or be abandoned ; (3) it will cause a rise in the 
prices of non-specific factors, capable of many different employ- 
ments, since it will increase the total output, but this rise will be 
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less than the rise under (1). In other words, the incomes^ of 
owners of factors of type (2) will fall, those of owners of factors 
of type (1) will rise, and those of owners of factors of type (3) will 
rise also, but to a less extent. 

We must distinguish between material means of production and 
labour. In the long run, material means of production which are 
highly specific are found mainly in agriculture and consist of land 
of various qualities and of natural resources of all kinds, although, 
of course, not all these gifts of nature are specific.^ In other 
spheres, such as manufacturing and commerce and transport, highly 
specific material factors play only a minor part in the long run. 
But the situation is very different if we take a short view, for a 
large part of the buildings, plant and equipment, means of trans- 
port, and intermediate products which exist at any time will be 
specific. Hence a change in the intensity of foreign competition, 
an increase or reduction in tariffs, or any other alteration in inter- 
national economic relations, may bring large losses or gains to the 
owners of means of production affected by the change. 

We turn now to labour. In the long run, and apart from certain 
exceptions, this is the least specific and most adaptable factor of 
all. But, in the short run, it is more specific and lees mobile. 
Whenever the appropriate response to a change in economic con- 
ditions involves more employment of labour in one industry, or 
even in one firm, and less in another, this will mean a temporary 
or permanent diminution in wages and other unpleasant effects 
for some workers, and will therefore arouse opposition. Moreover, 
it is beyond dispute that various modem developments have tended, 
and still do tend, to lessen the mobility and adaptability of labour. 
On the one hand, the strength of organised labour, including the 
influence of trade unions, and State intervention in labour 
questions, especially in connection with unemployment insurance 
and unemployment relief, have both increased greatly. On the 
other hand, the rapid growth of population, which in the past made 
possible a great redistribution of labour between industries by the 
diversion of new entrants towards the expanding industries, has now 
been replaced by an approach to stationary populations, so that a 
redistribution now involves an actual movement of workers out of 
the contracting industries and into the expanding ones. 

A To be accura>te, vre should speak of real incomes and of real prices or, better, 
of relative prices, since it is quite possible that there would be a general nee or 

fall in all money prices. -n l ip 

5 Strictly speaking, we should distinguish dmerent degrees of specificity, ror 
our purpose, the relevant consideration is whether a factor is used predomii^ntly in 
the export industries or only in the industries which must face competition from 
imports. 
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We may conclude that in the long run the working-class as a 
whole has nothing to fear from international trade^ since, in the 
long run, labour is the least specific of all factors. It will gain 
by the general increase in productivity due to the international 
division of labour, and is not likely to lose at all seriously by a 
change in the functional distribution of the national income. Hence 
the political representatives of labour lean as a rule towards Free 
Trade. But, in the short run, specialised and immobile groups of 
workers, like the owners of specific material factors, may suffer 
heavy reductions in income when for one reason or another they are 
faced with more intense foreign competition. They are rendered 
more vulnerable by the fact, already mentioned, that wages are less 
flexible than most prices. The price of a material factor must 
sink to zero before it ceases to be used, but workers, especially when 
they have strong trade unions and are supported directly or 
indirectly by State intervention, will withhold their labour if wages 
fall below a certain limit. The consequence may be chronic unem- 
ployment in the industries affected by the change in conditions.® 

This solution is suiTiciently accurate for all long-run purposes. Nevertheless, 
some refinements may be added, since under certain conditions the general rules 
given above may be modified. 

One possibility which must be considered is that a country may have a 
comparative disadvantage in those industries where labour is used comparatively 
intensively, so that international trade diverts demand towards industries which 
employ comparatively little labour relatively to other factors. The international 
divi.sion of labour will then lower the marginal productivity of labour relatively 
to that of other factors. Some writers, such as Wicksell, believe that this occurs 
in agricultural countries, since in agriculture the projiortion of land is greater and 
of labour smaller than in other branches of production. Wicksell thinks it con- 
ceivable that for this reason tariffs on industrial products may raise the absolute 
real income of labour in agricultural countries, and not merely raise it relatively 
to the real incomes of other factors.’ 

Exactly the same analysis applies to this problem as to the problem of the 
influence of technical progress upon the share of labour in the national income, 
since there is a complete analogy between technical progress and an increase in 
the international division of labour due to reductions in tariffs or transport costs 
or to other causes. The latter problem has been examined, notably by Pigou* and 
by Hicks.® We cannot here reproduce their complex theoretical analysis. They 


6 We discuss this deviation from full equilibrium, and the argument for 

tm 1 I C X 9AQ pf. Mpti 


« TV o UHPIVUOP KiiiP — w-. — Otrk A 

Uriffs based upon it, in chap. 17, | 5, pp. 259 et stq. oimilarlv r»rvsr 

7 Fintmitheoretitcht Untertuchungen (1896), pp. 63-6. 

PrincMct of National Economy (1921), p. Carver 

the loss in wiices might be greater than the gain m rent, so that a tariff might 
increase the national fncome.^See " Some Theoretical 

Tarid” (14th annual meeting of the American Econmic Association). E. H. 
Johnaon hae shown that this is not P®?®''"’® 7 

•duction," Qvarurly journal nn. K9-70. 


a Evincing criticism of Lederer in “A Case against Techmcal P« 
Eeonomiea (May 1932). See also Wicksell, Uetant, vol. 1, pp. 195 a teq. 
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conclude that it is extremely unlikely that the absolute real income of the working- 
class will be unfavourably influenced, and that whilst the possibility that its 
relative share in the national income may be reduced is greater, this also is on the 
whole improbable. These conclusions apply equally to our present problem, and 
there is no doubt that they are fully confirmed by experience. 

3. Diffebences in Wage-levels and the gain fbom International Trade. We 
have considered the influence of international trade on the distribution of income 
and how the presence of non-competing groups affects international trade. We shall 
now consider how the proposition that the free exchange of goods with foreign 
countries will increase the national income as a whole is affected when we discard 
the assumption of a uniform wage-level. In other words, we shall enquire whether 
differences in wages, within a country, provide a valid argument for Protection. 
For this purpose we must distinguish the various possible re<ison,s for differences 
in wages. ^ 

(1) One important reason is that which we have hitherto assumed to be the sole 
one : differences in the quality of the labour sujiplied by the different groups. If 
there is a given fixed supply of each different kind of ^labour, each kind will earn 
a different wage, just as different kinds of land and of other material means of 
production have different prices When differences in wages are duo to this cause 
(or, if weekly wages are considered, the differences in the amount of labour per- 
formed per week), our conclusions need no modification. 2 

(2) The same applies when differences in wages arise from artificial obstacles 
to entry into certain occupations, imposed by law or custom or the power of trade 
unions. Suppose that a group of workers succeed, by keeping out would-be new 
entrants, in raising their marginal productivity above that of equally qualified 
workers outside the group. International trade will have the same results as in 
case (1). If the industry employing the monopolistic labour group has a compara- 
tive advantage, their wages will rise, and in the opposite case they will fall, but 
in any event the national income will be increased. It is true that ihe national 
income would be increased also, with or without internatiniial trade, if such mono- 
polistic groupa were broken up. But this is a different question, and does not 
affect the fact that, given these monopolies, international trade will increase it 

(3) Differences in wages may be so-called ' equalising ' differences ^ A worker 
takes into account not only the money wage attached to a particular occupation or 
employment, but also such conditions as the agreeableness or disagreeubleness of 
the work itself and of the conditions under which it must be performed and of 
ihe neighbourhood in which he must live. Other things, and in particular money 
w'ages, being equal, most workers prefer an interesting employment lo a dull one, 
a regular job to an irregular one, and so on. Hence differences -in money wages 

A See Taussig, loc. cit. ; OJhlin, “ Protection and Non-Competing Groups,’* 
WeltviTischaftlicnes Archiv, vol. 33 (Jan. 1931), pp. 30 et seq,; Viiier, 
Doctniio of Comparative CDSts,” Wdtwirtschaftlirhes Archir^ vol. 36 (Oct 1932), 
p 405. and his review of M. Manoilesco’s The Theory of Protection and Inter- 
national Trade (1931), in Journal of Political Economy (1932), pp. 121 5. Manoilesco 
tries to base an argument for tariffs upon the existence of permanent differences in 
wages between different industries' afid employments, which are due, in his opinion, 
to difforence.s in the marginal produxitivity of labour. 

2 It IS noteworthy that Viner (loc, cit., p, 405-7) does not mention this 
imTHutant ca.se, It falls outside the scope of the real-cost theory, to which Viner 
adheres — apparently from reverence for tradition ; or at least it can be included 
only under qiiile definite assumptions But it fall.? quite readily under our 
op[)ortniuty f o^t doctrine. Hence Virier’s statement (Wdlwirtscha/f/icht s Archive 
loc, cit., p 413) that the latter doctrine carries one lio .further than the old- 
fashioned labour-cost theory is incorrect. But I do tiot dispute that both doctrines 
march parallel for' a good paTt of the way, and that certain situations suggested 
by Viner form exceptions to both of them. See cases (3) atid (4) below. 

3 Bee Taussig, toe,' cit, ^ and also Viner, loc, cit, p. 405. 
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may merely equalise the ‘ net advantages * of different occupations ; workers able 
to enter either a relatively attractive or a relatively unattractive occupation will 
require the compensation of higher money wages to induce them to enter the latter. 

When differences in wages are of this ‘equalising* nature, the international 
division of labour may cause a diminution in the national income, provided 
that we take no account of the attractiveness or otherwise of different 
occupations, apart from the actual money wage, in computing the national 
income.^ Suppose that a country has a comparative advantage, and therefore 
specialises upon, those industries in which money wages are low. If its compara- 
tive advantage over foreign countries in these industries is smaller than the 
difference in money wages between these industries and other industries, inter- 
national trade, by expanding the former and contracting the latter, may diminish 
the national income.^ But if we take into account the Advantages and dis- 
advantages of different occupations other than the money wages, which is obv^iously 
the correct procedure, the result will appear as a gain and- not as a 1 osb.'<^ 

(4) Higher wages in certain occupations may be due to the monopoly power 
of trade unions or may be prescribed by law, without being payments for a 
superior or scarcer quality of labour, as in (1), or compensation for the comparative 
unattractiveness of the occupation, as in (3). This case differs from (2) in that 
here there are no obstacles to movement from the worse-paid to the better-paid 
groups, provided that the higher wages in the latter are maintained, whereas in 
case (2) the number of workers in each closed group is fixed, the wage adapting 
itself to the conditions of demand, whilst the supply of labour is given. Thus in 
(2) an increase in the demand for the product would raise wages, whilst in the 
present case it would not alter the wage but would increase the number of workers 
in the group 7 

Such a situation forms a theoretically important exception to our general con- 
clusions, since under these conditions the price-ratio is not the same as the sub- 
stitution-ratio. Thus a fundamental proposition of our analysis does not apply 
as the following example shows, the exchange-ratio is not determined exclusively 
by the ‘ opportunity costs.’ 

Suppose that one unit of commodity A and commodity B alike requires the 
expenditure of one unit of labour,^ but that the labour employed for B is 


organised and obtains double the wage of the labour employed for A. 

Hence the ratio of the price of A to the price of B is - - - 1:2 

In other words, the exchange- ratio between them is - - 1 : i 

But the substitution -ratio between them is 1:1 

Let us further suppose that abroad the ratio of the price of A to the 

price of B is * * - - * 1 : li 

that is, the exchange-ratio between them is 1 • J 


It follows that the country in question will specialise upon A. Its output of B will 
contract and it will import B in exchange for A. For the sake of simplicity let 
us take ‘ abroad ’ to represent the world -market : this makes no essential difference 

^ One could say alternatively, to bring out the fact that a value-judgment 
is involved, " provided that one considers a higher money income preferable to 
a lower one, wnatever-the other circumstances may be.” 

A numerical illustration is given below under (4). 

« See Robbins, “Certain Aspects of the Theory of Costs,” Economic Journal 
(Mar. 1934), where it is shown how this and similar cases can be dealt with by 
the oppdrtunity-cost doctrine. , 

As a rule, we find in practice mixed forms, neither the numbers in the group 
^ing absolutely constant as in (2), nor the wages, as in the present case. 

® To suppose that other means of production co-operate with labour would 
merely compficate the discussion without making any essential difference to the 
argument. 
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to the argument, but it enables us to ignore the complication that unilateral action 
by OUT country may alter international exchange-ratios. 

If the exchange-ratio of 1 : ^ were the same as the substitution-ratio, inter- 
national trade would yield a clear gain; 2 units of A could be produced instead of 
1 of B and could be exchanged, by h^’pcthesis, against 1^ units of B, showing a 
gain of i B. 

But in our present case the substitution -ratio of 1 : 1 is not the same as the- 
ex change-ratio. If the production of B contracts, only one unit of A will be pro- 
duced in place of each unit of B which is no longer produced. But, by hypothesis, 
1 unit of A can be exchanged internationally against only } units of B, showing a 
loss of ^ B. Hence in this case a tariff which prevented our country from 
specialising upon A would undoubtedly benefit it.^ 

Such a state of affairs, however, is very improbable. It can exist only if 
the monopolistic groups of workers are strong enough to maintain their wage- 
rates after they are faced with foreign competition — only, that is, if they prefer 
a reduction, and quite possibly a heavy reduction, in the amount of employment 
available in these highly-paid occupations, to a reduction in wages. If inter- 
national trade does bring about a reduction in their wages, the situation 
forms no exception to our general conclusions : international trade will merely be a 
means of breaking the monopoly power of such groups and thus of ending their 
exploitation of the rest of the community. 

We should not have treated these matters in such detail were it not for the 
widespread interest which has been aroused by the Protectionist theoryio ^ 
Manoilesco, formerly Minister of Commerce in Roumania. His theory is based 
upon the existence of differences in wages or, as he puts it, in ‘ the productivity 
of capital and labour,’ between different branches of production. Himself an 
industrialist in an agricultural country, he declares that capital and labour are 
always more productive in industry than in agriculture and that therefore agricul- 
tural countries can benefit by imposing tariffs upon industrial products. There is 
a grain of truth implied in this theory, but, as Viner remarks in his admirable 
review of the book, M. Manoilesco does not reveal but conceals it, for he is 
unaware of the numerous qualifications which limit his doctrine.^ 


§ 4. Decreasing Costs and International Trade. 

1. The Problem Stated. — Hitherto* we have ruled out the case 
of decreasing costs (or increasing returns), supposing increasing, or 
in limiting cases constant, costs to prevail in every branch of pro- 
duction. The hypothesis that decreasing costs prevail in important 
branches of industry leads, as we have frequently observed, to 
difficult complications. It has been developed by Professor Frank 


® Conversely, if our country has a price advantage, relatively to other countries, 
in those branches of production where wages are maintained above the competitive 
level, it would reap an extra gain from the international division of labour, since 
this would permit more of its workers to move into these better- paid groups. 

The Theory of Protection (1931), cf. the reviews, already mentioned, by 
Ohlin and by Viner. 

1 The above analysis could well be expanded by distinguishing further cases in 
addition to the four discussed. Thus, for example, it could be assumed that the 
superior qualification of the better paid workers depends on a certain training or 
education involving cost which will be incurred only if a higher wage-level obtains. 
If this skill has once been acquired, it may persist or it may be lost, if wages fall 
again. Thus developed, the argument approaches the infant-industry argument. 
" - below, chap, xvii, § B, p. 2TO. 

2 See chap x, § 7, pp. 142 et itq. 
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D. Graham^ into a detailed criticism of the classical theory. He 
calls into question not so much the doctrine of comparatiye cost 
as the conclusion, derived from it, that international division of 
labour along the lines indicated by comparative cost must lead to 
an increase in the volume of production of every participating 
country. He tries to show by means of an arithmetical example 
that, assuming a certain constellation of costs, the international 
division of labour between two countries must involve one of them 
in considerable loss, measured by the diminution in its volume of 
production. He completely abstracts from losses due to friction 
and from undesired changes in the distribution of income. 

His argument relates to the case in which a country is induced 
by the comparative-cost situation to specialise in those industries 
where costs are increasing and to give up those industries where 
costs are decreasing. According, to him, agricultural countries 
are as a rule in this position, which applied, for example, to the 
United States until the end of last century and to Continental 
Europe, in its relations with England, during at least the first half 
of that century. The industrial countries, on the contrary, are in 
the pleasant position of being able to introduce or expand branches 
of production in which decreasing costs prevail.^ 

Graham illustrates his theory by the following example.® Let 
wheat represent agricultural products and watches industrial pro- 
ducts. Before international trade begins, let the exchange-ratio 
be 40 units of wheat to 40 watches in England and 40 units of wheat 
to 37 watches in the United States. Thus the United States has a 
comparative advantage in the production of wheat, and by degrees 
will specialise more in that, whilst England will specialise more 
on watches. In the United States increasing costs prevail in agri- 
culture and decreasing costs in manufacturing. In England 
industrial output can be expanded without any significant change 
in average or marginal costs, and the same applies to a contraction 
of her agricultural output — Graham makes this assumption in order 

3 Graham, " Some Aspects of Protection Further Considered,^’ Quaritfly 
Journal of Economy, vol, 37 (Feb. 1923), pp. 199 e< aej?. See also the criticism by 
Kniffht, “ Some Fallacies in the Interpretation of Social Cost,** Quofttrly Journal 
of Economy, vol. 38 (Aug. 1924), pp. 582 tt seg. (now reprinted in Ethicc of Com- 
petition f 19351), and Graham’s reply and Knight’s rejoinder, Quarterly Journal 
of Economy, vol. 39, pp. 324 et seq., Yiner, The Doctrine of Comparative Costs,” 
WeltwirtBchaftliches Archiv, loc, cit., pp. 390 et seg. 

^ The bearing of this problem upon economic policy is considered later. Here 
We are concerned 6n\y with its theoretical aspects. 

^ I reproduce this example, formulated by Graham, in order to be proof 
against the criticism which Knight had raised against his earlier exposition, from 
his reply to Knight, Quarterly Journal of Economy, vol. 39, p. 326. His original 
presenWion contained certain errors which I do not discuss because they are not 
pertinent to the present issue. 
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to simplify the discussion.** Lot us further suppose that the inter- 
national exchange-ratio is as favourable to the United States, as, 
under the given conditions, it can be — namely, 40 wheat to 40 
watches. Under these assumptions it is profitable for American 
entrepreneurs to attract labour and capital away from industry and 
into agriculture. For so long as more than 37 units of wheat can 
be produced with the same quantity of labour and capital that 
formerly produced 37 watches, the wheat industry Can offer higher 
wages and higher interest than the watch industry. 

Suppose that the production of watches is contracted by 37,000 
units and that the factors thus set free produce an additional 
37,500 units of wheat, this latter figure being less than 40,000 on 
account of increasing costs in agriculture. By hypothesis, these 
37,500 units of wheat can be exchanged against 37,500 English 
watches. But the reduction in the output of watches in the 
United States raises the unit cost of watches . . . , so that only 36 
watches are now obtainable for the same cost as were 37 l>efore the 
transfer. The movement into wheat production will continue so 
long as more than 36 units of wheat can be obtained with the 
labour and capital which are necessary to produce 36 watches. 
Suppose that the total wheat supply is augmented by 36,200 units 
as a result of a transfer of labor and capital which diminishes the 
total output of watches by 36,000. These 36,200 units of wheat 
will exchange for 36,200 English watches. The result of the whole 
trade is thus to secure 37,500 plus 36,200 (that is 73,700) watches, 
for the same effort as was originally producing 37,000 plus 37,000 
(that is, 74,000) watches — a loss of 300 watches . . This process 
can and will go further, and the loss become still greater,® until 
the American watch industry is completely displaced by the 
English. 

The point is, of course, that the consequence of” international 
division of labour to any country in the unfortunate position of the 
United States in this illustration will be a general increase in its 
costs. Costs will increase in the expanding industries, since they 

® Graham asserts that this assumption is not necessary to his argumen^ which 
could equally well assume variable costs, either rising or falling, in £nglana. This 
is not correct, but since the situation which he does assume is a conceivable one, 
we can waive this jioint. See, however, footnote 8 below. 

^ Loc. cir, p 327. 

® At this point, it becomes clear that the assumption we make about cost 
conditions in England is not a matter of indifference. Were we to assume, for 
example, constant or increasing costs, in her agriculture and decreasing costs in her 
manufacturing (or that her cost of producing watches falls faster with an expansion 
in their output than her cost of producing wheat falls with a contraction in its 
outpu^, the international exchange-ratio must become more favourable to the 
United States, and her loss may be transformed into a gain. 
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are subject to increasing costs, and they will increase also in the 
contracting industries, since these are subject to decreasing costs.* 

It must be conceded that Graham’s conclusion follows, provided 
that one accepts his assumptions, and in particular that one con- 
siders it possible for costs to decrease continuously as productiou 
expands and conversely to increase continuously as production con- 
tracts. But in fact his assumptions are highly precarious. It is not 
enough simply to * assume ’ decreasing costs, in the above sense. 
Instead, we should study the Theory of Costs, in order to discover 
in what circumstances given assumptions are probable or impro- 
bable. The difEcult subject of decreasing costs has received special 
attention during recent years. We shall presently reconsider 
Graham’s argument in the light of modern cost-doctrine. It will 
then be seen that little or nothing of it remains.^ 

2. ' HiSTomcAi. ’ Reductions in Costs. — An industry is subject 
to the * law of decreasing costs if an expansion of its output 
would lead to a fall in average or marginal costs. ^ Some writers 
contend that decreasing costs in this sense are impossible, and that 
there is no place for the concept in static theory. For costs can 
fall, they urge, only if new technical methods are employed, and 
this implies a dynamic change in the economic data. The only 
way in which a larger scale of output can reduce costs is by per- 
mitting the application of different technical methods. This argu- 
ment could be used equally well against the law of increasing 
coats. When a field is cultivated more intensively by an increased 
application of capital and labour and the return per dose of capital 


* The home exchance-ratio between wheat and watches can remain constant 
under such conditions. For costs are changing in the- same direction in both these 
industries, and it is conceivable that the percentage rise in marginal costs may be 
the same in both, so that the old cost-ratio between them is maintained. 

1 Knight, loc. eit, has shown that Graham merely applies a general theorem 
stated by Pigou in his Economics of Welfare which declares that the volume of 
production can be increased by granting some kind of subsidy to industries which 
obey the law of decreasing costs. On the problems of decreasing costs, see 
especially : Morgenstem, Offene Probleme der Kosten- und Ertr^stheorie," 
ZeiUchn^t filr National&konomie, vol. 2 (1931), p. 481; Viner, Cost Curves and 


Jecreasmg 

S - 566. See also Weiss, Art. “ Abnehmender Ertrag in Handworterhuch der 
taotsxcisstnschafltni 4th edn. ; Schuller, Schutzzoll und Freihandel, Absch. 1 ; 
Marshall, Princijdts of Economics; Carver, Distribution of Wealth. The exposi- 
tion of these Moblems is particularly good in Garver and Hansen, Princijdts of 
Economics (193B). Robinson, The Economics of Imperfect Competition (1933). 

* It would be better to apeak of the fact, rather than of the ‘ law/ of decreas- 
ing costs, but we here follow the traditional terminology. See Edgeworth, *' Laws 
of Increasing and Biminishing Returns ** in his Papers (1926), vol. 1, pp. 61 et seg, 
* Marginal costs may be falling while average costs are still rising, but in most 
relevant cases both will be falling, so that our discussion relates to both. A fall 
in total costs is ruled out, since if a larger output has a lower total cost than 
a smaller one, the larger output will be produced even if only the smaller one is 
required. 
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and labour employed falls, or when worse land is taken into cul- 
tivation and the costs rise, then as a rule different technical methods 
will be employed. 

In my view, this argument is not valid. For we do not assume 
in static theory that the technical methods employed remain con- 
stant but only that technical knowledge and technical ability 
remain constant. A distinction must be drawn between a change in 
the technique employed which is due to an increase in demand and 
one due to an enlargement of our technical knowledge. In the 
former case, the newly-employed technical methods were already 
known and tested^ : the only reason why they were not used before 
was that the volume of production was too small for them to be 
profitable. In the latter case, the new methods were previously 
unknown or at least had not been tested in practice : they represent 
a real increase in knowledge. The latter case does indeed constitute 
a historical and dynamic phenomenon, involving a change in the 
economic data; and, as we have already observed, when it leads to a 
reduction in costs it does not fall under the law of decreasing costs, 
in the theoretical sense. It is not to be regarded as an example of 
the working of that law even if it happens to be accompanied, as a 
matter of historical fact, by an expansion of output. A reduction 
in costs of this dynamic and ‘ historical * nature has no place in 
our analysis, since it represents a change of data not to be explained 
by economic theory. It may indeed cause far-reaching alterations, 
under certain conditions, in comparative costs and in international 
trade, but such reductions in costs are not themselves dependent 
upon the existence or extent of the international exchange of goods. ^ 
Qraham also does not have such * historical * reductions in costs 
in mind in stating his theory. 

3. The Law of Decreasing Costs in the Pure Theoretical 
Sense. — W^e have seen that decreasing costs in the strict theoretical 
sense are the consequence of an expansion of output due to an 
increase of demand. They may come about through either internal 
economies or external economies.* The former are economies due 
to an increase in the size of the individual firm or plant. The 
latter are economies associated with an increase in the size of the 
industry as a whole, possibly through the entry of new firms ; every 
firm, even if it does not increase in size, benefits from the improved 

^ This meets an objection of Bchumpeter, who always emphasim that technical 
knowledge in the laboratory is one thii^ and practical application of the knowledge 
is another thing. See his Theory of Sconomic Development (1934), chap. 2. 

* Inventions may be inducea bjr an expansion of output. But this is by no 
means certain and cannot be stated in the form of a law, 

• It is common knowledge that we owe this distinction to ManhaU's Pnnetplet 
of Economise. 
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conditiond of production. Those economists who, like Schumpeter, 
deny the possibility of decreasing costs, if technical knowledge 
remains constant, clearly ha^e in mind — leaving aside the con- 
fusion, criticised above, of constant technical knowledge with 
constant technical methods — the following considerations. The 
expansion of an industry, in consequence of an increased demand 
for its product, must raise the price of those original factors 
which are employed there to a greater extent than in those indus- 
tries where demand has relatively declined.^ For example, if the 
demand for agricultural products increases, the prices of land and 
of agricultural labour will rise.® 

This rise in the price of some of the factors employed is a con- 
tinuous force making for increasing money costs as the production 
of a good expands. This tendency is simply the monetary 
expression of the fact, already pointed out,® that the substitution 
curve is concave towards 0, so that when the demand for good A 
increases, constantly increasing quantities of other goods must be 
forgone in order that an additional units of A can be produced.^ 

This argument is correct as far as it goes. But it is beyond 
question that the tendency towards increasing costs can be tem- 
porarily or permanently offset or more than offset by the internal 
and external economies which we discuss in detail below. When it 
is more than offset, we have the phenomenon of decreasing costs. 

(a) Deckeasing Costs dub to Intehnal Economies. — Over a 
wide range, and more especially in industry rather than in agri- 
culture, an increase in the size of an establishment permits a 
reduction in costs. The reason for this is that many means of 
production are not perfectly divisible. Some, such as a conveyor- 
system for, say, the manufacture of motor cars, or a linotype 
machine, must be a certain minimum size in order to be worth 
using at all. Thus the establishment must have a certain minimum 
output before they can be profitably installed. Once installed, 
however, they may make possible greater specialisation among the 
co-operating factors, since the methods of production will be 
different from formerly. Others, again, are available in different 
sizes and, up to a point, the larger they are the less is their cost 
per unit of output. For example, an electric motor costs not 


T (jf^ F. Benham, “ Taxation and the Relative Prices of Factors of Production,*' 

Bconmica (May IW), p. 19B, ^ 

• Agricultural labour is to a large extent a specific factor in that there are 
great d^cultiee in. attracting workers from other occupations into agnculture. 

»TL*’reMoii ii th*t the proportiojw ^ which the f^re 
in the ▼•none indnatriea mnet be dwnged. Thne factore anecific ^ 
indutry, like lend in our exemple, must be combined in !•« “o 
nraportcons with othen. In other wrde when <eey) lend la worked mere 
utenei^y, ita merginel prodnetiTity will riae. 
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double, but only some 30 per cent, more than one of half its 
capacity. A larger output may permit the fuller utilisation of 
certain existing factors : for example, of the office staff and equip- 
ment. Hence certain items of expenditure may increase by a 
smaller proportion than output increases, so that their cost per 
unit of output will fall when output expands. All this is familiar 
ground; the advantages of relatively large establishments, in 
certain industries, are obvious ; and we may refer the reader to the 
literature on this subject for further details.* 

The following aspects of the matter are relevant to the present 
discussion. If it is possible, in a given industry at a given time, 
to reduce costs of production by increasing the size of establish- 
ments, free competition will bring about that result. For it will be 
to the interest of each entrepreneur to reduce his own costs by 
increasing the size of his establishment; and he will do so, in the 
hope of undercutting his rivals. This process of increasing the size 
of establishments will cease only when either (a) the limit is 
reached beyond which a further increase in size would involve 
technical or administrative difficulties which would cause costs to 
rise instead of to fall,® or (b) free competition comes to an end, the 
optimal size of the establishment being so large relatively to the 
extent of the market that only a very few firms remain. In that 
case, these few firms will combine or come to a mutual understand- 
ing, so that the situation will become monopolistic. 

It follows that decreasing costs due to internal economies are 
inconsistent, in the long run, with free competition. This important 
fact removes the foundations of Graham’s argument, for his theory 
rests upon the assumption of free competition. He supposes that 
the American watch industry, operating under decreasing costs, 
gradually contracts under the pressure of English competition; and 
this supposition depends upon the assumed existence of free com- 
petition in the American industry. But this is an impossible 
assumption : if the industry is really subject to decreasing costs it 
woujd long ago have been monopolised. 

It remains to enquire whether a similar argument to that of 
Graham can apply if, owing to decreasing costs, the industry is 
already under a monopolist, such as a trust or cartel. The mono- 
polist is in no way compelled to expand output whenever this would 
reduce his (marginal) costs.^ He will do so only if the demand is 

3 MarshalL Princij^ea of Economica and Induatry and Tradt. Robinson, Tht 
Structure of Competitive Induatry (1931). 

^ This limit is reached quickly, as a rule, in agricolture. 

^ For a fuller discussion, see, e.^., Schneider, Ittine Thtotit monopoliatiadktf 
Wirtachaftaformen (1932); Robinson, The Economica of Imperfect Competition^ 
and Chamberlain, The Theory of Monopoliatie Competition. 
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sufficiently elastic to increase his total receipts more than his total 
costs. Suppose now that this industry is confronted with increased 
foreign competition. Will this lead to the unfaTourable results 
predicted by Graham? Not at all. The fall in price, due to the 
foreign competition, will reduce the profits of the monopoly. But 
this in itself represents only a change, and perhaps not an undesired 
one, in the distribution of the national income. We must consider 
what will happen to production. The monopolist — unlike the 
numerous competitive entrepreneurs imagined by Graham — will be 
able to survey the situation as a whole and to decide what output is 
most profitable under the changed conditions, instead of being 
driven blindly, step by step, from one position to another. It may 
be that, if decreasing costs still prevail, it will pay him to increase 
his output, thereby reducing his marginal costs, and to expand his 
sales both at home and abroad by bringing down the price still 
lower. This, however, would involve no loss to the community as a 
whole, unless we count the unavoidable fall in profits on his foreign 
sales. If it does not pay him to undercut the price set by foreign 
suppliers, he must accept it. If, in these circumstances, the total 
money receipts of the industry do not cover the total money costs, 
we have simply the case discussed in § 2 of this chapter. The rents 
and quasi-rents of the factors specific to the industry will fall; 
and if, even so, receipts do not cover payments to the co-operating 
non-specific factors, the industry will close down. The effects of 
this upon the size of the national income will be the same as those 
explained in § 2.® But in no event can there be a gradual con- 
traction of production, accompanied by continuously increasing 
costs, as visualised by Graham. 

We may take this opportunity to point out that the wide pre- 
valence of decreasing costs due to an increase in the size of estab- 
lishments is not only no argument against the unrestricted inter- 
national exchange of goods, but is, on the contrary, one of the most 
important arguments in favour of it For one of the main 
advantages of international trade is that it widens the extent of 
the market and thereby permits the fuller utilisation of the 
advantages of large-scale establishments. At the same time, widen- 
ing the extent of the market prevents, or renders more difficult, 
the exploitation of consumers by a monopoly. The importance of 
this consideration, especially for small countries, in view of the 
modern tendency towards large-scale establishment and mass- 
production and monopoly, needs no emphasis.* 

3 The case in which the foreign producers are organised in a monopoly, and 
the foreign market is protected against imports by a tariff-— the case, that is, of 
Dumping — requires a special discussion. See chap, xviii below, passim. 

* This is discussed more fully in chap, xiv, § 2. 



206 


INTERNATIONAL TRADE 


(6) Decreasing Costs due to External Econoicibs.^ — 
Marshall has shown that there may be a double connection between 
the cost of production of a commodity and the quantity produced. 
On the one hand, costs may vary, as we have just seen, with the size 
of the establishments composing the industry : an increase in the 
output of any given establishment may make possible internal 
economies and so reduce its costs. On the other hand, the costs of 
every establishment in the industry may be reduced by an 
expansion of the industry as a whole. Thus the costs of a par- 
ticular establishment may be a function not only of the quantity 
which it produc-es but also of the quantity which the industry as 
a whole produces. Each individual plant or firm may be operating 
under increasing costs, so that if its output were larger its average 
costs would be higher; but an expansion of the industry as a whole 
might lower, so to speak, the whole upward-sloping cost-curve of 
each individual establishment.^ 

An example of an external economy is the development of a 
larger and more reliable supply of skilled labour in consequence of 
the growth of an industry, through the entry of new firms. Another 
example, often cited, is the improvement of the various means of 
transport and communication — such as railways, roads, telephones, 
and telegraphs — which serve the industry, when it becomes larger. 
In general, the expansion of an industry may reduce the prices of 
the machinery and other means of production which it employs, 
by enabling them to be produced in greater quantities and there- 
fore, possibly, more cheaply. 

It is theoretically conceivable that in these and other ways the 
cost and price of a commodity may fall in the long run — for this is 
definitely a long-run phenomenon — if, in response to an increased 
demand, the industry expands owing to the entry of new establish- 
ments, although each individual establishment would increase its 
costs if it expanded its output. 

We must now point out a fundamental distinction between 
internal and external economies. The gain from internal economies, 
arising from an increase in the size of an individual establishment, 
enters fully into the calculations of the entrepreneurs; and hence 
the realisation of these economies can be left to private initiative. 

7 See Marshall, loc, cit.; Taussig, Princi'plt% of Economies^ vol. 1, chap. 14; 
Viner, ** Cost Curves and Supply Curves,” Zeituchrift jilt N aiion€3i6kono'm.it, vol. 
3 (1931); Bhove, ” Increasiixg Returns and the Representative Firm,” Economic 
Journal (March 1930). 

* See the diagrammatic exposition in Yiner's article, cited in the preceding 
footnote. An expansion of the industry lowers the supply curves and cost curves 
of the individual establishments, but these curves continue to slope upwards from 
left to right. The collective supply curve, however, slopes downward from left 
to light. 
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But external economies, on the contrary, benefit all the entre- 
preneurs in the industry, and not only those who, by erecting new 
works or enlarging existing works, enable them to be realised. 
They are somewhat vague and indeterminate in nature; it is 
difficult to estimate their extent or value. Moreover, they partly 
relate to factors which cannot be appropriated by the entrepreneur, 
such as the capacities of a skilled labouring population. Hence 
an entrepreneur will hesitate to spend money on such purposes, 
since he has no guarantee that the fruits of his investment may not 
accrue to his competitors or workers rather than to himself. It has 
been urged that for this reason we cannot leave it to private 
inititiative to bring external economies into realisation.® 

The relevance of all this to our present problem is as follows. 
It may happen that an industry is already benefiting from external 
economies, and could obtain increased benefits by a further 
expansion, which is impeded by competition. The further 
expansion will not now take place, since each individual entre- 
preneur is working under increasing costs and therefore has no 
incentive to expand his output On the contrary, the output of 
the industry may even contract under the pressure of increasing 
foreign competition, and this contraction, by depriving it of 
external economies previously enjoyed,*® will raise the costs of those 
undertakings which remain in it. The vicious circle described by 
Giahain makes its appearance. But the industry could survive, 
and could obtain further benefits from external economies by 
expanding, if it were temporarily protected by a tariff. 

This argument for a tariff is clearly an exact parallel to the 
infant-industry argument.^ But it is really not practicable to base 
a policy of Protection upon phenomena so vague and difficult to 
estimate as external economies. From a theoretical standpoint, 
it can be said only that they are conceivable, and even this state- 
ment must at once be limited by the following qualifications : (a) 

® The presence of elements of cost which do not enter into the calculations of 
entrepreneurs gives rise to cases (such as that of Professor Graham, if interpreted 
in this way) similar to the case discussed on page 197, where the price-ratio is not the 
same as the substitution-ratio or, in other words, where prices do not equal 
marginal costs, so that there is a divergence between what Professor Pigou calls 
the " social *’ and the “ private marginal net product.” It con easily be proved 
that such a divergence must always cause international trade to divert production 
away from the optimum, not only if costs are decreasing but olso if they are 
increasing. Indeed, even if there is no international trade, the distribution of 
factors among different branches of production will diverge from the optimum in 
such cases. (I am indebted to Mr. N. Kaldor for drawing my attention to the 
possibility of thus generalising the point made in the text.) 

It should, however, bo noticed that frequently external economies are of such 
a sort that they do not disappear, once they have been acquired, even if output 
contracts. Therefore, as Marshall has shown, the downward -sloping supply curve 
is not reversible. 

* See chap, xvii, § 6. 
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It must be remeinbered that the expausion of an industry may giTe 
rise to external diseconomies , which raise the costs of every estab^ 
lishment. Thus means of communication may become congested 
and the increased demand for means of production used by the 
industry will raise their price if they are produced under increasing 
costs. (6) Every economy external to industry A which is at the 
same time an internal economy to industry B falls outside the scope 
of the present argument. If^ for example, the machines used by 
industry A could be produced, more cheaply if they were produced 
in larger-scale establishments, entrepreneurs in the machine-making 
industry should be aware of this possibility and will not need the 
impetus of an expansion of industry A to induce them to utilise 
it. If, bearing these points in mind, one can still assert that 
numerous actual and potential external economies exist, it must 
be remembered (c) that most of them, like the improved organisa- 
tion of the labour market, benefit not only one individual industry, 
but many industries simultaneously or possibly manufacturing as 
a whole relatively to agriculture. This consideration is very 
important for the framing and appraisal of tariff policy. 

If due weight is given to all these considerations, one will be 
constrained to the conclusion that decreasing costs, in the true 
theoretical sense, are phenomena which occur only seldom and in 
exceptional cases. It is very improbable that external economies 
will outweigh, over any length of time, the permanent tendency 
to increasing costs which we have demonstrated to exist. Hence we 
shall commit no grave error by continuing to assume, in general, 
that costs are increasing.^ 


^ Kniffhb is of the same opinioD. See his rejoinder to Graham's reply. 
Marshall Held a different view. The question at issue is a question of fa^, which 
can be answered only by empirical research. Materials for forming a judgment 
upon it are to be found mainly in writings upon questions of industrial organisa- 
tion and upon cartels and trusts. See, e.g., Marshall, Principlte of Economics 
and Industry and Tradt; Beckerath, Modem Industrial Organisation; MacGregor, 
Industrial Combination (1906), reprinted by the London School of Economics 
(1935) ; Robinson, The StruciuTe of Competitive Industry (1931). 
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CHAPTER nil. 


THE SCIENTIFIC TREATMENT OF THE SUBJECT OF 
TRADE POLICY. 

S 1. The Ordek of Treatment which will be followed. 

In this Part we shall try, basing ourselves upon the conclusions 
of Part I, to examine the principles and problems of external 
trade policy. This requires three stages. We must, firtt, study 
the technique of trade policy. We must, secondly, make clear the 
standpoint from which the various measures of trade policy are to 
be judged or criticised. We must, that is, try to discover the 
axiological stand/point from which it is most possible to reach the 
conclusion that this or that measure is ‘ good,’ ‘ advisable,’ 

‘ correct ’ or ‘ desirable.’ Of course, it is impossible scientifically 
to prove such value-judgments. We can only point out what men 
consciously accept as the highest ethical values and then demon- 
strate that a particular value-judgment follows from them. 

We must, thirdly, amplify the theoretical frame-work of Part I 
by making more concrete assumptions. This is necessary in order 
to discuss prevailing views at all justly and to decide whether, 
and, if so, in what circumstances any particular measure is desir- 
able from this or that axiological standpoint. In particular, we 
must consider whether the theory developed in Part I does not 
make so many simplifying assumptions that it fails to apply to any 
case in which these simplifying assumptions are not true, and 
whether, therefore, the views there expressed as to the advantage of 
Free Trade may not be false. Such simplifying assumptions might 
be : the existence of free competition, the absence of frictions, 
and an absence of phenomena arising from the economic develop- 
ment of the community. ‘ The most important serious arguments 
for Protection revolve around these three assumptions, which are 
alleged to be untrue of the real world and yet always assumed in 
the theory of international trade. 

We shall proceed as follows. The detailed discussion of the 
technique of trade policy is postponed to section C, since it seems 
undesirable to obscure the fundamental points by a mass of technical 

* This ii synonynoni in esuntisis ■with the enumption of a given fised end 
nneltereble quantity of original means of production. 
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detail. A very general account of different systems of trade 
policy will be a sufficient preliminary to the greater part of the 
discussion in section B : indeed, for this purpose a division between 
policies of Free Trade and policies of Protection (see below) will 
suffice. § 2 of this chapter contains a discussion of the most appro- 
priate axiological standpoint. Section B discusses various economic 
arguments for Free Trade or Protection. 

We understand by commercial policy or trade policy all measures 
regulating the external economic relations of a country : that is, 
measures taken by a territorial Government which has the power 
of assisting or hindering the export or import of goods and services. 
These consist primarily of duties, bounties and prohibitions upon 
imports or exports. But the international exchange of goods can 
be prevented or hindered or stimulated by other measures also, 
such as veterinary regulations, the regulation of freight rates, an 
insistence upon an expensive packing for certain imported goods, 
and a host of other chicaneries to which international trade may 
be subjected, together with concealed subsidies and bounties to 
promote export. 

In our discussion of the main principles, however, we shall 
speak always (unless otherwise stated) of import duties^ including 
those so high as to be prohibitive. For duties are the most import- 
ant and most rational weapons of trade policy ; once an insight 
into the working and results of duties has been attained this can 
readily be applied to other similar measures. 

We shall begin with the view, stated and proved in Part I, 
that the international movement of goods and capital, unrestricted 
by any governmental measures, is economically advantageous. The 
opposing arguments in favour of State intervention will then be 
reviewed. We shall thus set against the pure Free Trade principle 
the numerous arguments, often incompatible with one another, for 
tariffs. 

We must not, however, let this lead us into the conscious or 
unconscious exaggeration of calling everyone who considers that 
tariffs or other interferences may be useful in certain circumstances 
(which may very rarely occur) a Protectionist, and reserving the 
designation of ‘ Free Trader ' for those very few authors who 
believe that circumstances in which tariffs may be advantageous 
are inconceivable. This is, of course, a purely terminological 
matter. Nevertheless, it is not merely terminological to point out 
that a twofold division into Free Traders and Protectionists is 
scientifically insufficient. It would be more appropriate to' con- 
struct a scale, with absolute Free Traders at one extreme and 
* autarchists,’ the advocates of complete national self-6^ffic^ency» 
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at the other, and other writers ranged between them, the position 
of each depending upon the amount of protection wliich he 
advocates. At which point on the scale we should draw the line 
between Free Traders and Protectionists depends upon the cu^Lu- 
mary political uses of these terms and will not be further considered 
here. 

§ 2. Yai.ue- Judgments upon Inteunational Trade and i^pon 
Measures of Trade Policy. 

How is it possible, while remaining within the realm of science, 
to assert that particular measures are ' desirable ^ or ‘ correct * ? 
To put the matter more accurately, what are the criteria for a 
value-judgment which declares that the situation resulting from 
some particular measure is preferable to the situation which would 
have come about if that measure had not been taken? In answer- 
ing this question, we start from the principle, developed with 
great clarity bv Max Weber, of the Wertfreiheit (freedom from 
value-judgments) of science.^ It is not the task of science to 
make value-judgments, nor is it in a position to do so. It can- 
not, for example, demonstrate that Free Trade is the ‘ correct * 
trade policy. It can only try to show what -would be the con- 
sequences for a country of Free Trade or of Protection. But it 
follows from this that science is in a position to decide which 
means should be adopted to achieve a given end (or an end assumed 
to be given for purposes of discussion) and whether a given means 
is appropriate to a given end. If the national income is to be as 
great as possible, then this or that trade policy is the most suitable. 
Special cases of such decisions are the demonstration (a) that a 
given end cannot be attained; (b) that the attainment of one end A 
(for example, the greatest possible independence of other countries) 
inevitably works against some other end B (for example, the 
maximisation of the national income) which is also desired, so that 
A and B cannot both be attained simultaneously. The solution of 
this conflict by laying down a scale to show what weight must be 
given to A and B respectively involves a new value-judgment and 
is, therefore, of a non-scieiitific nature, (c) Frequently means to 
given ends (intermediate aims) are assumed to have absolute (and 
not merely instrumental) value, so that they become regarded as 
ends in themselves, and the ultimate ends tend to be forgotten. 
This creates the wrong impression that the object of science is 

2 See his two papers Der Sinn der Wertfreiheit der tozioiogisehen und 
dkonomiechen WiaeenechafUn and Wiasenachaft (da Betuf, both reprinted in 
Gtaammelte Aufaditt tur WiiBeMchaftalehrt (1922). 
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to postulate an end which should be striven for instead of merely 
discussing suitable means of achieving a given end. 

How is our theoretical demonstration of the advantage of Free 
Trade compatible with this abstention of science from the making 
of value-judgmentsP And are there not continual scientific dis- 
cussions as to whether Free Trade or Protection is the ‘ correct * 
policy? The solution of these apparent contradictions should now 
be clear. In every such discussion an end is tacitly taken for 
granted or assumed to be generally accepted as desirable. 

Hence arises the problem of stating clearly and explicitly what 
end is taken as desirable. Otherwise there is the danger of carrying 
on what is apparently a scientific discussion as to the most appro- 
priate means of achieving a given end when, in fact, the parties to 
the discussion hold different opinions about its desirability, and of 
presupposing tacitly, in different circumstances, contradictory 
values or incompatible ends. In political discussions ends and 
means are often mixed up in a quite unholy manner, so that it is 
often difficult to be sure whether people disagree in their social 
philosophy as to which end is desirable or whether they disagree 
as to the consequences which would follow from particular measures 
or as to the best means of achieving a given end. 

In the next few paragraphs we shall discuss what are the 
ends which trade policy should achieve. In other words, we shall 
set out the scale of values by which trade policy usually is or 
should be judged. 

We have first the important distinction between economic 
and non-economic ends. It is comparatively easy to make a list 
of non-economic values or ends, by which economic events and 
phenomena may be judged. Such non-economic ‘ standpoints ’ 
are : the standpoint of national defence ; that of social justice ; 
irrational postulates (for example, of a religious nature) ; the belief 
that a nation can fulfil its destiny only if it avoids the too close 
contact with other peoples which results from international trade. 
Such standpoints represent pure value-judgments, although not all 
these ends need be ultimate, in the sense that it is inconceivable 
that one or the other could be subordinated to, and derived from, 
some other and more important aim. For example, most people 
regard military preparedness only as a means, or intermediate 
end, and not as an end in itself. Be this as it may, it is cleat 
that one and the same economic situation or measure may be 
judged differently according to which of these standpoints is 
adopted, and that any such judgment may conflict with the 
* economic * value-judgment. 
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More difElcult and more important for us is the analysis of the 
^ economic * value-judgment or statement of ends. What does it 
mean to say that a particular measure is to be welcomed ‘ from an 
economic standpoint ’ or is ^ economically right ' when from a 
different standpoint the conclusion might be different? Is there one 
specific economic end or ideal, which can be clearly set out by the 
science of economics, without making any non-economic assump- 
tions or non-Bcientific value- judgments, and the attainment of 
which is the task of all economic policy? The answer is definitely 
in the negative. There is no ' analytical economic ideal, ^ despite 
the view of many theorists that such an ideal is implicit in the very 
nature of an economy and in economic principles. The science of 
economics can only examine the working and consequences of 
economic measures, such as those connected with trade policy; it 
can only consider what means are most appropriate to attain or 
promote a given end; it cannot of itself decide the purpose of an 
economy and the task of economic policy. Attempts to do this, 
however, have not been lacking. ^ The development of productive 
power,' ' the increase of productivity,’ ‘ the increase of wealth,' 

' the promotion of economic welfare ' and other ends have been put 
forward as criteria by which to judge economic policy on the 
ground that they are implied in the fundamental nature of an 
economy.^ But unless such terms as economic welfare are very 
minutely defined, and exact criteria are given for determining 
whether productivity or wealth has increased or diminished, such 
attempts merely introduce new words. A precise definition of 
these terms, giving the needed criteria, implies necessarily the 
setting out of material values or ends, which cannot be in any 
way scientifically proved desirable or deduced from economic 
principles, but must simply be accepted as given. 

The division between ‘ economic ' and other ends is thus merely 
one of terminological convenience. Moreover, in ordinary speech 
the division is not at all clear-cut and the boundary between the 
two is blurred and shifting. 

Probably everybody will speak of a purely economic end when 
the Tncutimisotion of the national income or of the social product 
is desired.^ Instead of * national income or dividend,' the terms 
‘ national wealth,' ' economic welfare,* and so on, are often used. 
Thus any measure which increases the size of the national income 


a An excellent and convincing diecuMion of these problems^ to be in 

M. St. Braun, TheotU der ataatlichen WirUchaftBwlUtk (1^), and Robbina, 
Tiit P/ature and Siwificanet of Economic Science (1932), chap. 2. 

< This does not involve a contradiction with what was just said, because it 
is only a statement about the geneiral usage of words or a terminological con- 
vention. 
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is regarded as economically desirable, from this standpoint. But 
there are very great difficulties in the analysis of such concepts as 
the national income, the social product and the volume of pro- 
duction.® On this subject the following comments must suffice. 

It is not a question only of the absolute size of the national 
income, but also of the mode of distribution of the social product 
among the various sections of the population and among the various 
individual persons. If one takes account only of the absolute size 
of the total national income (because maybe its distribution has not 
been significantly altered or because the effect upon its distribution 
cannot be accurately traced) it would be generally conceded that 
the yardstick is an economic one. But when one in addition lays 
down certain postulates as to its distribution, as for example that 
the greatest possible approach to equality is desirable or that a 
change in favour of certain classes is to be taken as an end, it 
becomes a question of taste whether we call the yardstick an 
economic one or one of ' social justice.’ In any case there aie now 
two yardsticks — the absolute size of the national income and its 
mode of distribution — and one may lead to a different conclusion 
from the other. It is, for example, conceivable that Free Trade 
may yield a larger national income than Protection but may at 
the same time lead to a distribution of that income regarded on 
some ground or other as undesirable. 

When we speak of the distribution of the national income we 
must, to be accurate, distinguish five different kinds of distribu- 
tion, to each of which more or less value may be attached. 

(a) The distribution of the total income of the territory among 
the several regions. We must decide clearly within exactly what 
territorial boundaries income is to be maximised. This includes 
a choice between cosmopolitan and nationalistic aims. This is 
forgotten by those Free Traders who accuse Protectionists of being 
inconsistent when they consider tariffs upon foreign goods to be 
advantageous but do not want inter-regional tariffs within their 
own country. There may indeed be a contradiction when the Pro- 
tectionist declares that a tariff benefits both the country which 


^ For a closer definition of. Pigou, Economics of Wtlfartf pt. 1. I have tried 
to define the concept ' national income ’ in Der Sinn der Indtxtahltn (1927h pp- 
77 et seq , and in the article “ Der volkawirtechaftlicheL Geldwert und die Freis- 
inde-\7ifiern *’ in WeltwtrtscJLaftliches Archiv (1929), vol. 30, pp. 6**. I am well 
aware that the concept ‘ national income " cannot be quite precisely defined without 
having recourse to certain value judgments. (Hence it belongs to the realm of 
' welfare economics/) But some generally accepted value principles can be found, 
from which nn exact definition can be derived. The concept in ouestion has been 
subjected to an illuminating, although in my opinion exaggerated and destructive 
criticism (destructive, because it pours out the baby wi^ the bath water) by 
Myrdal, Das politische Element in der nationaidkonomxschtn Doktrinhildunff (1932). 
pp. 200 et stq. 
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imposes it and the countries against which it is directed. But 
the Protectionist is not inconsistent if he admits that the foreign 
countries will be injured. For, from his nationalistic standpoint, 
the injury to foreign countries is not taken into account ; whereas, 
when he is considering an inter-regional tarifE within his country, 
he weighs the loss of one region against the gain of another, and 
if he . concludes that the former exceeds the latter, it follows that 
from his standpoint (which in this case now becomes according to 
the accepted terminology a purely economic one) the tariff is to 
be condemned. Moreover, he may consider that to promote the 
connection between different parts of his country is desirable in 
itself, apart from any calculations as to the gain of one district 
and the loss of another. 

(h) The ‘ functional ’ distribution among classes and occupa- 
tions, for example between rich and poor, town and country, 
income from work and other income, and between wages, interest, 
rent of land, and monopoly profits. 

(c) The distribution among individual persons within these 
classes. This can change without any change in the distribution 
among classes and occupations. In this connection we should 
perhaps mention the wish of some compassionate people to avoid 
every change in production, since it would alter the distribution 
of income among persons and thereby reduce the income of some 
below the level to which they had become accustomed. 

(d) The distribution of the social product over time. It is 
often argued that a given policy, for example Free Trade, may 
indeed ensure a greater social product in the present, but that 
the social product of the future will suffer. The advocates of 
‘ infant industry tariffs ' seem to take this view. 

(e) Stability and security of income. It is not a matter of 
indifference whether the income is received over a given jieriod 
in an even flow or whether— while still of the same average amount 
per unit of time — its volume is sometimes comparatively great and 
sometimes comparatively small. One can, for example, well hold 
the opinion that a relatively small but steady income is preferable 
to a greater average income received irregularly, with periods of 
unemployment. 
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CHAPTER XIV. 


ARGUMENTS FOR FREE TRADE. 

§ 1. The Presumption that Free Trade is Advantageous. 

When we set out the grounds for presuming that Free Trade 
is economically advantageous, we took the maximisation of the 
social product as the criterion by which a situation or measure 
was to be judged. It can be proved that, at any rate under the 
usual assumptions of general economic theory (free competition, 
absence of friction, and so on), the unrestricted international 
exchange of goods increases the real incomes of all the partici- 
pating countries. The price mechanism, under competition, auto- 
matically ensures that each country specialises in the production 
of those goods which it is relatively best suited to produce and 
imports those goods, and only those goods, which it can obtain 
more cheaply, taking account of transport costs, in this indirect 
manner, than by producing them itself. 

In many cases it is obvious that the production of goods can 
be enormously increased by the international division of labour. 
The production of numerous raw materials such as coal, iron, other 
metals, and of vegetable products, such as cotton and jute, is 
possible only in certain parts of the world. Those countries which 
cannot produce such goods within their boundaries must either 
obtain them by exchange or go without them, although they are 
indispensable to a modern standard of living. The same thing 
applies, although to a somewhat lesser extent, to the exchange 
of goods all of which could be produced, if necessary, in each 
one of the participating countries. The tool which we used to 
prove this was the theory of comparative costs. This, as we have 
seen, is by no means valid only under the simplifying assumptions 
with which we started, but is also valid under the more compli- 
cated conditions of modern international trade. Moreover, the 
contention that international division of labour benefits all the 
countries concerned is true not only under the assumption that 
factors of production and especially labour, are mobile between 
countries, but also if labour, as is for the most part the case in 
the world of todav. does not move across national boundaries. If 
at good is imported at a price witu which the home industry 
cannot compete, and the latter is in consequence compelled to 
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disappear or to shrink in size^ factors of production will move 
into other branches of production, where they can now produce 
more and, therefore, earn a higher rate of remuneration. The 
social product must, therefore, be damaged whenever, through some 
interference with the free play of economic forces, such as a 
tariff, factors of production are retained in an employment where 
their marginal productivity is smaller. We first arrived at this 
conclusion under the simplifying assumption that there was only 
one mobile factor of production (labour). But the conclusion 
also applies (always assuming a freely-working price mechanism 
under competition) when, as in fact is always the case, numerous 
factors of production combine together, many of which are immobile 
or, more accurately ‘ specific ’ — factors, that is to say, which can 
be used only for a certain purpose or would produce much less 
in any other employment (for example, a machine used as scrap 
iron) and, therefore, are not diverted to any other use. When, 
under such conditions, a branch of industry becomes exposed to 
foreign competition, the prices of such factors as are specific to 
that branch must fall first, and if necessary must fall to zero. 
This loss of capital implies, indeed, a change in the distribution 
of the national dividend, but no diminution in its size. When 
the price of the good falls so low that, even after writing down 
the value of the specific factors to nil, that industry cannot afford 
to pay the market price for its mobile factors (their market price 
being what they could earn elsewhere), then the industry ceases 
to exist, the specific factors being abandoned and the others 
employed in other uses. Since the non-specific factors can now be 
of greater use in another branch of production, it would be 
uneconomic to prevent them, by means of a tariff, from moving, 
and to retain them in a place where their productivity is smaller. 

This is the Free Trade argument, briefly stated. Only upon 
this basis, and, of course, under the assumption that the desired 
end is the maximisation of the social product, can a liberal trade 
policy be scientifically justified, although it may be that for reasons 
of political propaganda other arguments are placed more in the 
foreground. 


§ 2. Other Arguments foe Free Trade. 

The most attractive argument for Free Trade is to point out 
that free import lowers the prices of imported goods. That is, 
of course, correct; and the extent of the price reduction affords 
( with certain reservations) some measure of the gain to the economy 
from international trade, and an approximate measure of the injury 
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which an impediment to the import of these goods would involve. 
This argument has the advantage, not to be despised, that it is 
useful for purposes of propaganda, since everyone is a consumer 
and, as such, desires lower prices. Nevertheless, this is only one 
aide of the matter, and gives only a partial view of the problem. 
This explains why the objection is always raised against Free Trade 
doctrine that it considers only the interests of consumers and ignores 
the question of employment and, in general, the interests of 
producers. The Free Trader can answer this objection by pointing 
out that not only will prices fall, but, in addition, there will 
result a movement of factors of production to other parts of the 
economy, where they can earn more. But this brings us back 
to our first and fundamental argument. Those who find a sufficient 
reason for free import in the consequent price reduction should 
logically desire export duties, since the increased difficulty of 
exporting would reduce the prices of exportable goods in the 
exporting country. 

Another point is that free import and export benefit all partici* 
pating countries in that they prevent, or at least make more difficult, 
the establishment of injurious monopolies. This fact must again 
be considered from the two standpoints of the increase in the social 
product and of the effect on its distribution. 

We have already pointed out, when speaking of the law of 
decreasing costs, that there is a danger in small areas shut off by 
import duties that in many branches of industry, in which large- 
scale production yields a significant advantage, the optimum size 
of the production unit cannot be attained because the market is 
too small. The complement of this is the formation of a monopoly. 
This involves a threefold injury to the economy. 

Fiist^ under Free Trade each country can specialise in a few 
branches of production, and the optimum size of the production 
unit can be attained and costs reduced everywhere.^ Restrictions 
on the freedom of trade will not only lead to a loss of these 
advantages of international division of labour but will also — 
secondly — raise the prices of the goods, produced by the resulting 
monopolies, above costs of production which, owing to the relatively 
small output due to the restricted market, are already at a relatively 
high level. 

Thirdly f experience shows that the restriction of free competition 
may lead to a leas efficient conduct of economic affairs. Free Trade 
has an educative effect. Home producers are spurred by foreign 
competition to become more efficient and to adopt quickly any 

1 Id certain circumsiancea this may result in the market of a country being 
dominated by a foreign monopoly. Of this, more later. 
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improvement in methods of production, no matter where it is firet 
introduced. 

Nevertheless, Free Trade does not provide a complete safeguard 
against the formation of monopolies. Even under Free Trade there 
may emerge international Trumojhjlies , of which more will be said 
later, “ and local monopolies. These local monopolies owe their 
existence, in the absence of a tariff, to transport costs, which 
have much the same effects as tariffs. In those branches of pro- 
duction whose products can be transported only at a high cost, 
the lower production-costs due to a larger production-unit may 
be more than offset by the increased costs of marketing the greater 
output over a wider area. When this is the case, there will not 
be a single market with a uniform price, such as is described in 
general price theory, but a series of adjoining monopoly districts, 
partly overlapping one another, with competitive prices in the 
contested regions and monopoly prices inside each district. These 
monopoly prices can exceed production costs, but only to the extent 
of the freight charges.^ 

If a tariff wall is erected which cuts across such a network of 
production districts, first, the existing, and rational, arrangement 
of production units over space, determined by the freight situation 
of factors and products, will be disturbed, and, secondly^ the 
power of the monopolies will be strengthened. Both these effects 
will be especially obvious in the neighbourhood of the tariff wall. 
For example, two monopolists who previously competed in a certain 
area may find that a tariff wall runs across that area and so cuts 
them off from each other's competition, or a producer, who previ; 
ously had to face foreign competition, may now be relieved from 
it by the tariff wall : the result will be to raise prices by forming 
monopoly districts sheltered from competition from the other side 
of the tariff wall. 

§ 3. The Aims of Free Traders. 

The aim upon which the argument for Free Trade which we 
have developed is based, is the maximisation of the social product 
or national income. The income of which group of persons? In 
this connection, some serious misunderstandings must be avoided. 
We are constantly told that the Free Trader adopts a cosmopolitan 

2 rhap XIX, § 7. 

Such a monopoly profit may also be termed ' rent of Bituation.’ It is a 
differential rent, which arises not from the superibr quality of the factors used 
or from the ability of the entrepreneur, but from a favourable (freifi;ht) situation 
with regard transport facilities. Situation rents may also exist withput being 
of a monopolistic character. 
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standpoint^ that he takes account of the welfare of the whole 
world, and that in cases of conflict he is prepared to sacrifice 
the interests of his own country. That is not correct ; a cosmo- 
politan aim is in no way essential to the Free Trade postulate, 
although it must be admitted that it is easier to explain the 
advantage of unrestricted exchange of goods if one takes account 
of the whole world rather than considers only the interests of the 
particular country. Moreover, there is an easily explicable psycho^ 
logical affinity between Free Trade and internationalism. Btit 
these two are not inevitably bound together ; the economic case 
for Free Trade shows that all participating countries gain by it, 
but it does not show that the profit of one implies a loss for 
another. Thus a nationalist may be a convinced Free Trader just 
as well as a pacifist and internationalist may be one. 

As to the relations between Free Trade and economic liberalism , 
on the one hand, and socialism or interventionism , on the other 
hand, the following may be said.'^ Free Trade is the external 
trade system of liheralismy which opposes every interference by 
the State with the free play of economic forces. But it by no 
means follows from this that it is inconsistent to advocate, on 
the one hand, unrestricted Free Trade and, on the other hand, 
certain interferences with the free play of economic forces, for 
example on the labour market. 

The reason why a man can without inconsistency be against 
import duties and in favour of State intervention on behalf of 
workers is that Free Trade usually does nothing, at any rate in 
the long run, to change the functional distribution of the national 
income. In so far as it does have any effect on this, it tends 
rather to favour income from work. Thus Free Trade increases 
the total income and does not appreciably alter its distribution. 
It is, therefore, unlikely to reduce the relative income of labour 
and still more unlikely to reduce its absolute income. It follows 
that considerations as to the distribution of the national income 
do not modify the general presumption that Free Trade is advan- 
tageous. It is true that in so far Us Free Trade doctrine is based 
upon the labour theory of value, which does not clearly discuss 
the possibility of a changed distribution of income within the 
labouring class, it is inadequate. But our analysis has shown 
that from the standpoint of modern theory also this attitude (as 

* Cf. Ropke, “ Liberalc HandeJspolitik " m Archiv fiir Rtchta- und Wirtschafts- 
philosophie (1930-31), vol. 24, pn. 545 et sea., and same author, “ Staatsintervcn- 
tionismuB ” in Ergdnzungsbana zum Hanav'drUrhyrh der Staatsuissenschaften 
(1929), pp. 870 et seq. 

Q 
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to the unlikeUhood of any significant change in the distribution 
of the national income arising from Free Trade) is not unjustified.* 
The valuations upon which this attitude is based are so obvious 
that it is unnecessary to set them out. 


* Cf. chap, xii, § 3. L. T. Hobhouse rejecta, aa Ropke does, the objection 
that advocacy of Free Trade and of measures in favour of the working class are 
contradictory. Cf, Liberalism (1911), pp. 92 et aeq. The same view was held by 
Dietzel, Sozialpolitik und Handelsvolittk (1902), KorntoU und Sozxdrtform (1901), 
Hobson, International Trade (1904), pp. 192 et seq, G. Cassel holds the opposite 
view; see his Theoretische Sotialokonomie (1927), 4th edn., pp. 587 et stq 



CHAPTER XV. 

THE EFFECTS OF TARIFFS. 

§ 1. The Dibect Effects of a Paeticulab Imfobt Duty upon 
THE Pbice and Sales of the Commodity. 

We have already set out^ in § 8 of chapter XI, the direct 
effects of an import duty under competition and increasing costs. 
Under increasing costs an import duty imposed by a country import- 
ing the commodity — such a duty imposed by an exporting country 
would have no effects — or an export duty imposed by an exporting 
country, leads to a rise in the price of the good within the importing 
country and a fall in its price within the exporting country, 
coupled with an increased production of it and smaller sales of 
it in the importing country, and a decreased production and greater 
sales of it in the exporting country. We must now consider this 
matter in detail, and answer the questions: by how much will the 
price rise in the importing country? By how much will it fall 
in the exporting country? Must its price in the two countries 
differ to the full extent of the duty?^ The answer to these ques- 
tions depends upon the manner in which supply and demand in 
each of the two countries respond to a change in price. We must 
take account of (1) the elasticity of supply and of demand and 
(2) the absolute amount of supply and of demand, in each of 
the two countries. 

We must, as we have already shown, begin with the fact that 
the first effect of an import duty is that foreign suppliers receive 
a price for their goods which is reduced by the amount of the 
duty. We have shown this graphically by lowering the whole 
curve system of the importing country, which we drew side by 
side with that of the exporting country. The further results of 
the import duty can readily be traced exactly on such a diagram. 
Nevertheless, in this case it may be useful to formulate our theorems 
in words. 

(1) Up to the point at which it becomes prohibitive — that is, 

1 Pigou, Protective and Prejerentud Imfori Dutiee^ pj>. 94 95; H. Schultz, 
Correct and Incorrect Methods of Determining the Effectiveness of the Tariff,” 
in Journal of Farm Economice (1935), vol. 17, pp. 625 et seq. 

We must distinguish between elasticity and absolute amount. lii a 
diagram, the former is represented by the sh4ipe of the curve and in 
Utter b> its position. Elasticity is usuaMy measured W the percentage change in 
amount divided by the percentage change in price. Thus, equal elasticities will 
have a different aosolute significance according to whether they relate to a Urge 
or to a email country. 
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at which the home demand falls off so much or the home supply 
increases so much, that the good is no longer imported — an import 
duty upon a good previously imported must lead to a difference 
between the home and foreign price (or an increase in the difference 
previously existing on account of transport costs and so on) exactly 
equal to the amount of the duty. If this difference were greater 
than that, further import would be stimulated ; and if it were less, 
importers would make losses and imports would be reduced. This 
price difference comes about through a rise in the home price 
arid a fall in the foreign price; in certain extreme cases it comes 
about through either the one or the other. 

We must remember that in practice a number of goods are 
imported and exported only intermittently, according for example 
to the seasons or to the size of crops. Thus the German duties on 
grain are so high that when the German harvests are good they 
become prohibitive and the German price of grain exceeds the 
world price by less than the amount of the duty. In such a case it 
is commonly, though not very accurately, said that the duty has 
ceased to be effective. 

(2) Within the country imposing the duty the price, other 
things being equal, will rise less, and will therefore fall more 
abroad, the greater and more elastic is the home supply (and con- 
versely) — that is, the greater the extent by which the home supply 
will increase in consequence of a small price-rise.^ For this reason 
an import duty on a good which cannot be produced in the country 
imposing the duty will lead, under otherwise similar conditions, 
to a greater price-rise than a duty on a good whose production can 
be readily increased within the country. Duties on agricultural 
and mineral products, an increased production of which is usually 
accompanied by rapidly increasing costs, will lead 4o a greater 
price-rise than a duty on manufactured goods, the production of 
which can often rapidly be increased in response to a rise in their 
price. The more elastic the home supply, the more will the foreign 
price fall, since foreign producers, deprived of part of their 
export market by the duty, will turn to their own home iparket and 
thereby reduce the price there, 

(3) For similar reasons the home price, in the importing country, 
will rise less, other things being equal, and the foreign price will 
therefore fall more, the smaller and less elastic is the foreign supply 
(and conversely).^ If the foreign production does not decrease or 

3 Schuller speaks of the spread between the highest and lowest costs instead 
of speaking of elasticity. o 9 \ 

3 This can be set out diagrammatically in the following manner (fig. 

Lot the supply and demand curves SS and DD be given for each country . The 
price will be P and the quantity aa will be exported from country E to country 1- 
Now let an import duty T be imposed in I and, in order to show this on the 
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decreases only slowly in consequence of a fallioig price (because, 
for example, it uses fixed capital which cannot be transferred to 


diagram, let the whole curve-system of I be lowered by the amount T to S'S' and 
D'D', The result of this is that the export is reduced to the quantity aV and 



tlie pnce in E falls to P'. The price in 1 must now be reckoned from the 
lowered axis O', The price in I has therefore risen by an amount equal to the 
difference between T and the strip l*P' (ihe price-fall in K plus the price-use in 
I must tquril the duty) 

Let us now assume a less elastic supply in £, This is shown by making its 
supply cuive steepei (S, Sj instead of SS) The result is that the price in E falls 
to a greater < \tent (to \\) and rues less in I, while the amount exported becomes 
greater (a^ instead of a' a’). 

A glance at the figure shows that the extent of the price rise in I and of 
the pnce-fall in E depends partly upon whether the supply curve in E is relatively 
flat or relatively steep. The same is true mutatis mutandis for the three other 
curves. All this, of course, corresponds with the rules laid down in the text. 

It is the siope of the curves and not their position which is decisive. If, for 
example we move the whole curve system of £ to the right or to the left, this 
does not alter in any way the amount exported and the effects of the duty. For 
the distance between the curves, which is what matters, is not thereby altered. 
But we must not jump from this to the conclusion that it is only the elasticity 

Aw 5, 



and not the absolute amount of the supply and demand which matters. For a 
horizontal movement of the whole curve-system to the right or to the left does not 
show an unchanged elasticity, Gouverselv, an absolute increase of supply and 
demand, due perhaps to an increase of population, results in an unchanged elasticity 
of the carves, not when the whole curve- system moves horizontally to the right, 
but when the curves move to the right and simultaneously become flatter, as is 
show in Fig. 23. 
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any other use), the foreign producers will be constrained to sell at 
a lower price than if they could readily change over to some other 
kind of production. The elasticity of supply is always less in the 
short run than in the long run. 

(4) The price — other things being equal — ^will rise less in the 
importing country and, therefore, fall more in the exporting 
country, the larger and more elastic is the demand of the former, 
and conversely. If the demand in the importing country falls off 
considerably in response to a price rise, the home production there 
will not increase so much and, therefore, its costs will not rise so 
much, while, on the other hand, the foreign production will be 
reduced and its supply-price thereby lowered. 

(5) The price — other things being equal — will rise more in the 
importing country and, therefore, fall less in the foreign country 
the larger and more elastic is the demand of the foreign country, 
and conversely. For in that case that part of the foreign supply 
now excluded by the import duty will be more easily absorbed in 
the foreign country itself and therefore the pressure upon the 
protected market will be lessened. 

(6) Implied in the above conclusions is the rule laid down by 
Schuller, that the price-rise due to an import duty will be greater 
the smaller is the import in relation to the production of the 
exporting country and the greater is the import in relation to the 
production of the importing country. The reasons for this are 
obvious. 

One case is worth special mention, since it can very easily be 
shown diagrammatically and something very like it often occurs 
in practice. This is the case in which the quantity of the good 
imported into a country forms an insignificant part of the total 
supply of the world market and, therefore, cannot influence the 
world price. For example, if Austria were to place an import duty 
or increase an existing duty upon an internationally-traded good 
such as cotton or copper or wheat or lead, the world price would 
not be affected thereby. The world supply is so large that any 
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probable demand from a single country can be met at the existing 
price or at one very slightly higher. If we take as an example a 
commodity, such as grain, which is also produced within the 
country in question, this case can be presented diagrammatically 
in the following way (fig, 24). 

If the commodity were not imported, the home price in the 
country in question would be P. The world price, Ow, would 
not change in consequence of increased sales in our country, since 
practically any quantity can be obtained at the world price. Under 
Free Trade the home price is determined by the world price. The 
home production is in fact Oui and the import aiaj. If now a 
duty of the amount ww^ is imposed, the consumption falls from 
Oa, to Oa'j. The home production increases from Oaj to Oa'i, the 
import decreases from a^aj to a^aa. The home price is raised by 
the full amount of the duty and the world price remains unchanged. 
If a single country imposes a duty upon a mass-produced article 
with a world market, this simple diagram suffices to explain the 
direct effects of the duty. 

It is possible to enlarge this diagram, without making it too 
complicated, in order to include those cases in which the world 
price is not independent of the amount sold in the country in 
question (fig. 25). Let us take as an illustration the import of 



wheat into Austria. Austria can take any given quantity from the 
great Western market without infiuencing the world price. But 
the freight-situation is such that, in fact, Hungary provides most 
of her imports of wheat. ^ But the Hungarian export price, unlike 
the world price, is not independent of the amount exported to 
Austria. On account of the freight-situation, Hungary is con^ 
strained to sell to Austria. Hence the Hungarian supply curve 
must not be shown, like the supply curve to the world market, as a 
horizontal line, but must be shown as rising from left to right, like 
the home supply curve. We can now constrjict one single supply 

^ In reality differences of quality between Hungarian and Canadian and 
Ruasian wheat also play a part, but here we abstract from these differences. 
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curve for these three sources of supply to the Austrian market — the 
home production, the import from Hungary, and the import from 
the world market. The supply curve of the world market remains a 
horizontal line at the height (above the abscissa) of the world price 
j)lus transport costs and plus the import duty. The home supply 
curve SS rises as usual from left to right. 

The curve needs a word of explanation. It is the curve of 
the Hungarian supply to the Austrian market. It shows, for each 
price ruling in the Austrian market, what quantity will be exported 
(taking account of transport costs and of the import duty) at that 
price from Hungary to Austria. It must not be confused, therefore, 
with the curve of the total Hungarian supply. The curve S^Sj 
could be derived from the latter by deducting from the total 
quantity offered at any given price that part of it which would be 
sold in Hungary itself or in some third market. The curve 
shows the quantity exported from Hungary to Austria as a function 
of the price in the Austrian market. We can now add together for 
each ordinate the abscissae of the curves SS and SjSj in order to 
obtain S + S^, the Austrian-Hungarian supply curve. 

Our figure thus tells us that at a price P ( = world priced- 
freight + duty) in the Austrian market the Austrian production 
is Om, the Hungarian supply mm^ and the import from the 
world market mim,. If the price in Austria falls to P' (for 
example, because of a lowering of its duty cr of a fall in the 
world price), the Austrian production contracts to Om, and the 
import from Hungary to m'm/, while the import from the world 
market rises to m/ma'. 

We may also mention that this diagram is especially suitable 
for explaining the effects of preferential duties. If Austria were 
to grant a reduction of duty upon the import from Hungary, the 
Hungarian supply curve would be pushed to the right. Hungary 
could now export more than before to Austria at a given price.* 
The curve S-fSi would be pushed to the right; this is shown 
in our diagram by the dotted curve S'd-S/. The import from 
Hungary would increase at the expense of the import from the 
world market. The home production and the home price would 
remain unaltered so long as the import from the world market was 
not completely excluded.^ 

5 The horizontal distance of each point on the curve S + S, from the point 
at an equal height on the curve SS is therefore equal to the horizontal distance 
of the curve S, S, from the vertical axis, which is equal to the import from 
Hungary at that price. 

^ Tf Hungary supplies also numerous other markets, its supply to the Austrian 
market will be only a part of its total supply, and this partial supply curve will 
thus be flatter or quite horizontal. The preference would then result in a price- 
fall. unless it was restricted to a small quota only. 

' For an appraisal of preferential duties, cf. chap, xxi, § 5 
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The influence of a duty on the price and sales oi the good 
in question^ which we have analysed by the method of partial 
equilibrium, forms only a part of the total effects of the duty, 
albeit the part which is most obvious and which is paid most 
attention in trade policy. We must add to these direct effects 
the very important indirect effects; if these are not taken into 
account a politico-economic judgment on these questions cannot 
be formed. 

The first of these indirect effects is a displacement of the stream 
of demand. If it so happens that the elasticity of demand for 
the good subject to the duty is exactly equal to unity, the pur- 
chasers will expend the same total sum upon it as before, but 
their relative demands for other commodities may be changed. 
If the elasticity of demand for it is less than unity, the duty 
will result in a greater sum than before being spent upon it 
and, therefore, less money will be available for other goods. If 
the elasticity of demand for it is greater than unity, money will 
be set free for the purchase of other goods. 

A complete analysis of the effects of tariffs must take account, 
secondly^ of the manner in which the State spends the money it 
receives from the duties. In setting out the pros and cons of 
import duties, these receipts must be counted on the credit side. 
But it is ditficult to make any generalisation upon that subject. 

Thirdly j import duties affect the structure of the economy in 
that they reduce exports. This point is often ignored by 
publicists and in the practice of trade policy. We must here 
distinguish between (a) the long run effect, that is to say the 
new equilibrium towards which the economy is directed by the 
coming of import duties, and (6) the transition, that is to say 
the path by which the new equilibrium is reached. 

We can discuss (a) upon the basis of the conclusions reached 
in chapters X, XI, and XII. Every import duty finally results 
in a shifting of production away from the export industries and 
towards industries producing for the home market. Factors of 
production will be diverted away from the export industries. They 
will go either into those branches of industry protected by the 
import duties or, if such branches are not available (under pure 
revenue duties with an equivalent ' excise ’ duty upon home 
production), into those industries towards which the diverted 
demand of consumers, or the increased expenditure of the State, 
is turned. We may further observe that the effects of import 
duties in diminishing total imports and therefore total exports 
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may be lessened, and in extreme cases quite counteracted, if the 
purchasing power set free from other goods, or receiyed by the 
State from the duties, is directed towards other import goods; 
for example, instead of tea more coffee may be imported or cloth 
instead of yarn or the means of production instead of the pro- 
duct or vice versa,^ Thus every import duty — abstracting from 
the above borderline cases — leads to a shrinking in the volume 
of international trade and in the extent of international division 
of labour and to a loosening of the bonds which link the world 
economy together. 

As to (6), the path by which the new import-export equilibrium 
is reached, this is associated with inflationary phenomena,^ The 
imposition of import duties has a favourable influence upon the 
balance of payments. Imports from abroad decrease, so that the 
demand for foreign means of payment declines, while for the 
moment the supply of them remains the same. Hence the monetary 
and foreign-exchange mechanism is set in motion ; the exchange 
value of the currency falls below gold import point ; and gold 
flows in or the quantity of money in the country is expanded 
through increased bank credit. In a word, a mild inflation comes 
about, and this is frequently strengthened by an import of capital 
set in motion by the imposition of the duties. This inflation gives 
a certain stimulus to business, but, as in every inflation, this is 
only a temporary effect. This result comes about only if new 
duties are imposed or old ones raised; it is not produced by the 
mere maintenance of an existing duty, however high it may be. 
It forms part only of the transition from one equilibrium to 
another and the reaction comes all the quicker if the transition 
is to a position of reduced welfare due to the fall in the social 
product arising from the reduction in the international division 
of labour. 

The removal of an import duty has the opposite effect. The 
balance of payments is rendered less favourable and the monetary 
mechanism brings about the new equilibrium by means of deflation. 

In the other country — if we suppose there are only two countries 
— or in the rest of the world as a whole, the same process takes 
place in the opposite direction. If one country immediately 
counters increased import duties in the other country by raising its 
own, inflation and deflation cancel one another out and these transi* 
tional effects do not take place. 


A See also the following section and chap, xvii, ^ 4. 

• Well analysed by Hawtrey, bf. his Good and Bad Tradt (1913), chap. 18, and 
Tht Economic PiohVem (1926), p. 269. 
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§ 3. iMPOET Duties on Means of Production. 

Import duties on means of production call for special mention. 
We include under means of production both original and pro- 
duced means of both higher and lower orders; raw materials^ 
intermediate products (such as steel, cement and yarn), and pro- 
duced means such as machinery. One special characteristic of 
any means of production is its cow/pleSmentarity , (Consumption 
goods also are often complementary, but this characteristic is 
more universal and more striking in means of production.) One 
means of production is always used in conjunction with other 
means, the whole making a productive combination of factors. 
When the price of one means, or factor, is raised by an import 
duty, there is a danger that the demand for other means, with 
which it is complementary, may fall off also, the previous pro- 
ductive combinations being broken up. Another special charac- 
teristic of a means of production is that the demand for it is very 
often extremely elastic. This is always so when those industries in 
which it is most used have to face keen foreign competition. 

Every tariff on a means of production which raises its price 
thereby raises the cost of every production process in which it 
is employed. Thus tariffs on iron and steel raise the costs of 
all industries which use iron and steel ; tariffs on machinery raise 
the costs of all branches of production using machinery; tariffs 
on grain and fodder raise the costs of stock-raising and dairy- 
farming, When the industry which is damaged in this way 
exports its products, the tariff may result in a diminution of 
exports; and it may so happen that this equals the diminution 
in imports, so that the tariff does not disturb the balance of 
payments. 

But it may happen that equilibrium in the balance of payments 
is preserved without the aid of the monetary and foreign-exchange 
mechanism not, as in such a case, by reduced exports, but by 
increased imports of other goods. For example, the imposition of 
a tariff on cotton yarn may raise its price so much that the cloth 
manufacturers can no longer meet foreign competition. In that 
case the import of yam will indeed be reduced but the import of 
cloth will probably increase. In that event the original aim of the 
tariff, namely to increase the production of yarn within the pro- 
tected country, would not be attained so fully, if at all. 

In flagrant cases, in which the good subjected to the duty plays 
an important part in the costs of the industries using it, it is often 
the practice to take account of this. The interests harmed by the 
duty protest. The kind of compensation they may obtain will 
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depend upon whether they are producing for export or for the home 
market. In the former event they may be given back the duty 
they have paid. This is known as a drawback. Alternatively, 
they may not be charged the duty at all if they announce at the 
time when they import the raw material or intermediate product 
that they propose to work it up and to export the finished goods. ^ 
In the latter event, that is, when the industries concerned are 
producing for the home market, they may be compensated by an 
equalising duty upon the import of the goods which they produce. 
For example, if the duty on grain is raised, the duty on flour may 
be raised correspondingly, so that the flour-milling industry does 
not suffer. Through these and similar measures the effect of the 
duty upon the next stage in the production process is counteracted 
or weakened. But the indirect effects, mentioned in § 2, are not 
affected. In particular, the damage to the export industries, 
brought about through the play of the monetary mechanism, is not 
avoided. 

^ In Buch cases one sometimes speaks of an aciivt ' improvement trade ' A 
passive ' improvement trade ’ occurs when a country exports a good to be 
improved or worked up abroad and then imports the finished goods containing it 
duty-free while charging duty on similar finished goods made from materials pro- 
duced elsewhere. A passive improvement trade for the home country is an active 
improvement trade for foreign countries 
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GENEEAL AEGUMENTS FOE TAEIFFS. 

§ 1. Introductoet. 

The arguments for Free Trade are clear cut and their applica- 
tion to trade policy is simple. This is not so with arguments for 
tariffs. On the one hand, there is a host of arguments which are 
in part inconsistent with one another and which set out from 
widely different axiological standpoints and theoretical considera- 
tions. On the other hand, if one accepts one of these arguments, its 
practical application is by no means clear. If we refuse to take 
seriously an extreme autarchism, which wishes a country to be 
completely isolated economically from other countries, there is no 
equally simple Protectionist maxim corresponding to the Free 
Trade maxim of no discrimination between internal and external 
trade. The dictum that tariffs are economically advantageous is 
not such a maxim, for it must also be stated under what conditions 
they are advantageous and exactly how high they must be. Even 
if one accepts unreservedly some particular argument for Protec- 
tion, the answers to these questions are by no means easy to find. 
Therefore we must endeavour to divide the various arguments for 
Protection into groups for purposes of discussion. But it should be 
emphasised that the relative amount of space we shall give to any 
particular Protectionist argument by no means corresponds to its 
relative importance in affecting practical policy. On the contrary. 
Indeed, some arguments which are scientifically quite untenable 
and which can be refuted in a few sentences, have the greatest 
influence in practice, in Parliament, and in the discussion of the 
subject by interested parties and by the Press. But we shall 
concern ourselves here with a scientific treatment of the various 
arguments and not with a sociological analysis of political motives 

and forces.* 


$ 2. RBVBinjE Dutibs and Protective Duties. 

In order to make a survey of the various arguments for tariffs, 
we must first distinguish between revenue duties and protective 
duties. Revenue duties are usually taken to be those duties whose 


1 Pareto irives an interestine skeUih of a Sociology of 
d’iconomie ^itiqw (1927), 2nd edn., pp. 520 H stq. 
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primary purpose is to provide the State with revenue. They are a 
special form of taxation. Instead of a tax on the consumption of, 
say, tea or coffee, being imposed on the wholesaler or on the 
retailer, it is imposed when the goods cross the national frontier. 
The main motive for the imposition of protective duties, on the 
other hand, is not to create a new source of income for the State 
but to maintain and encourage those branches of home industry 
protected by the duties. 

But this distinction is by no means clear cut. A distinction 
based upon the motives of legislators or other persons is always 
difficult to draw. The different persons concerned may have 
different motives, or one and the same person may have mixed 
motives. The majority of protective duties bring in something to 
the national Exchequer and on that account are welcomed by the 
Treasury, while many revenue duties indirectly provide some pro- 
tection for certain home-produced products. For example, if a 
country which itself produces no wine raises its duty upon imported 
wine, part of the previous demand for wine will be diverted towards 
beer. Similarly, when a country in the temperate zone imposes 
revenue duties on tropical fruits its own fruit-growing industry 
is thereby benefited. Indeed, every tariff results in a shifting of 
demand, even in those cases in which the elasticity of demand for 
the good subjected to the duty happens to equal unity. The 
indirect consequences of tariffs described in the previous chapter 
apply just as much to revenue duties as to protective duties. 

The best distinction between revenue duties and protective duties 
is an objective one, independent of the motives of the legislators or 
the interested parties, namely, whether there is any discrimina- 
tion between the home and the foreign supply. If the home pro- 
duction bears the same taxation as similar imported goods, or if 
the good subject to duty is not produced at home, even after the 
duty has been imposed, and if no similar home-produced good 
exists towards which demand is diverted, then the duty is not a 
protective one. The following distinction can be drawn between 
protective duties and revenue duties with regard to their influence 
on the direction of production. A purely protective duty leads to 
a shifting of production away from the export industries and 
towards (a) the industries protected by the duty and (6) those 
industries towards which the diverted demand turns. A purely 
revenue duty without any discrimination or directly protective 
object finally leads to a shifting of factors of production away from 
the export industries towards (a) those branches of production, for 
example armaments or administrative services, upon which the 
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GoTernment receipts are spent, and (6) those branches in which, 
owing to the general changes in demand, demand increases. 

e must here point out that the two ends of getting the greatest 
possible revenue for the State and of affording the greatest possible 
protection to the home industry are to a large extent incompatible 
with one another. The duty which affords the maximum of pro- 
tection is a prohibitive one which yields no revenue to the State. 
One the other hand, the revenue yielded by a duty will be the 
greater the less the import of the good falls off, that is to say the 
less the duty fulfils its protective function. This depends in turn 
upon two things: (a) how demand reacts — the less demand falls 
off, the higher will be the revenue from the duty ; and (i>) to what 
extent the home production is stimulated by the rise in price due 
to the duty. A duty thus fulfils its protective function when it 
leads to a great expansion of the home production ; but if it does 
this it yields less as revenue. From the purely revenue standpoint, 
therefore, those duties are most useful which are imposed on 
articles of general consumption not produced at home. If the good 
in question is produced at home, then from the revenue standpoint 
it is advantageous — especially if the elasticity of the home supply 
is large — to impose a tax equivalent to the duty upon the home 
production, that is to say, to avoid any discrimination between the 
home-produced units and the imported units of the good. This is 
so even when we put on one side the fact that in addition to the 
income from the duty the State will receive an income from the 
taxation of the home-produced goods. 

S 3. Economic and Non-Economic Arsuments idr Tariffs. 

A further distinction can be made between economic and non- 
economic arguments for tariffs. Tariffs may be regarded as desir- 
able from either an ' economic ’ or a ‘ non-economic ’ standpoint. 
The significance of the distinction between these two standpoints 
has already been discussed (chapter XIII, § 2). 

(a) The following non-economic arguments for tariffs or non- 
economic objections to international trade may be mentioned. It is 
said that from the standpoint of national defence each country 
should avoid too close a dependence upon other countries. If 
international division of labour is given full scope, it may lead to 
too great a specialisation, whether on industrial or on agricultural 
production. In times of danger such an over-specialised country 
would not be in a position to supply itself, even for a short time, 
with the goods previously imported. Hence too close a dependence 
upon the world economy should be avoided, even if such avoidance 
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involves an economic loss. This argument may be used either for 
agricultural duties or for duties on those industrial products, such 
as iron and steel, which are needed for armaments in time of war. 

Other non-economic arguments include that for preserving the 
special ethos of the nation, which, it is claimed, would tend to 
disappear under ioo close an intimacy with other peoples, and 
other more or less non-rational views. 

Finally, tariffs may be advocated in order to preserve certain 
classes of the population or certain occupations, which it is thought 
would disappear under Free Trade, and the preservation of which 
is desired on political and ^ social * grounds. This argument is 
used almost exclusively for agricultural duties. These duties, it is 
claimed, should preserve a peasant class in large numbers and in 
prosperity. The agrarian population, it is said, forms a loyal and 
conservative element in the community, indispensable to the 
balance and moral unity of the population, and one should not, by 
giving free play to the price-system, allow it to fall into decay. 
Agriculture is the wellspring from which the human race is 
physically and mentally regenerated. 

(6) We have already seen that it is difficult to say exactly what 
must be understood by economic arguments for tariffs. Certain 
it is that there is no pure economic ideal, which can be deduced by 
analysis from the science of economics without introducing meta- 
Bcientific value-judgments. It is not true that economic arguments 
for or against tariffs are to be judged by economics and non- 
economic arguments by other sciences or branches of knowledge. 
The effects of duties imposed for, say, military reasons — for 
example, in order to build up an armaments industry — fall within 
the scope of economic science just as much as those of duties imposed 
for ^ economic ' reasons. The distinction lies simply and solely in 
the ends deemed desirable. The so-called ' economic ' ends are 
best conveyed, as we have seen, by some such " phrase as the 
maximisation of the national income, or of the national wealth, 
or of the social product. Corresponding to them are those economic 
arguments which claim that the social product can be increased 
by Protectionist measures. Undoubtedly the great majority of the 
more plausible arguments for tariffs belong to this class, from the 
naive error of acclaiming the increased production of the pro- 
tected industries and ignoring the debit side, to the refined theories 
of Mr. Keynes and others, which advocate Protection as a means of 
avoiding certain disturbances in the economy. 

Midway between the economic and non-economic arguments 
come those which are concerned not with the absolute amount of 
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the social product but with its mode of distribution among the 
various sections of the population. In this connection there is, in 
addition to postulates of social justice^ a purely ' economic ' stand- 
point, namely, that which takes account of the repercussions of the 
mode of distribution upon production. When Schuller, for 
example, declares that a rise of rents is an unfavourable conse- 
quence, and a rise of income from work a desirable consequence, 
of tariflFs, he is introducing a value-judgment as to the right 
mode of distribution. On the other side, it is often admitted, even 
by Schuller himself, that a change in distribution in favour of 
the smaller incomes reduces the capacity to save and thereby 
diminishes the size of the national income in the future. 

Indeed, the effect upon distribution can never be completely 
neglected; the greatest possible national income, irrespective of 
how it is distributed, is not an acceptable end. Nevertheless, it is 
possible to ignore effects on distribution which do not exceed a 
certain limit. Moreover, we can often be sure that a certain 
measure will increase the national income without being able to 
say how, especially in the long run, it will affect distribution. 
(Cy. chapter XII, § 3.) 

§ 4. The Economic Aequmbnts fob Tariffs . 

The economic arguments for tariffs, implying that in certain 
circumstances tariffs can increase the social product, contradict the 
view, which we have already set out, that Free Trade is economically 
advantageous. The following types of economic arguments may 
be distinguished ; 

(1) (a) Long-run arguments and (ft) short-run argwments. The 
former claim to show that tariffs can increase the social product 
in the long run. The latter claim to show only that tariffs can 
lessen the difficulties of a transitional period. The argument for 
' equalising tariffs,* both in its primitive form, as for example in 
American tariff legislation, and also in its developed form, as 
stated by Schtiller, is a long-run argument. In general, the 
arguments worth discussing are for the most part short-run 
arguments. These short-run arguments mostly not only take 
account of the size of the social product, but also lay special stress 
upon its distribution. Even when the removal of a tariff or a 
change in the international competitive situation leaves the dis- 
tribution of the national income unchanged, or influences it 
favourably, in the long run, the transitional period, nevertheless, 
always involves loss to some sections, and it is claimed that tariSa 
may prevent this loss. 

I 
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(2) Closely related to the aboTe division, but not identical with 
it, is the important division of arguments for tariffs into (a) those 
which are based upon equilibrium theory and (&) those which 
imply that some disequilibrium is present. Under (6) come 
those arguments which rightly or wrongly rely upon the assumption 
that in consequence of all kinds of disturbances and resistances the 
state of equilibrium portrayed by economic theory is in fact seldom 
or never attained. These arguments may be termed friction- 
arguments. Under this heading falls, for example, the view that 
a country which enters fully into the world economy may indeed be 
in internal equilibrium with full employment for part of the time, 
but that it will be very sensitive to external influences, and that 
these may involve it in a cyclical depression, the force of which 
could be lessened if it imposed tariffs. Under this heading falls 
also the view, put forward in England some time ago by Mr. Eeynes 
and others, that to-day the frictionless working of the price- 
mechanism is not true of the labour market. This view points 
out that Free Trade doctrine assumes that all factors of production 
will be fully employed (unless their prices fall to zero) ; and that 
in reality this is not so, as the permanent existence of a large 
volume of unemployment bears witness. A further complication 
is the existence of unemployment benefit, which, it is claimed, is 
a circumstance which lessens the advantage of Free Trade. 

(3) An important group of arguments is based upon the existence 
of monopolies. But the fear of monopolies takes two contradictory 
forms. On the one hand, injury is feared from a lower import 
price (dumping) and, on the other hand, injury is feared from 
exploitation by excessively high prices. The Free Trade country 
is said to put itself at the mercy of foreign monopolies, especially 
of raw materials. 

(4) An important weapon against Free Trade doctrine is the 
notion of economic development. This takes account of a period 
of time longer than the theoretical ' long run.* Free Trade 
doctrine assumes that the quantity of original means of production 
is given or speaks in extreme cases of a short-run functional relation 
btween the price and the supply of existing original means of 
production.* It is indeed true that the classical economists, 
by including population doctrine within their system, i.e. by 
making certain assumptions as to the relations between increase of 
population and height of income, went beyond the boundaries of 

2 This is true of labour Within certain limits the height of wages detenaiaes 
the amount of labour supplied. 
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static theory.* Their population doctrine was inadequate and 
incorrect. We mention it only to illustrate the relation between 
the general theory laid down in this book and the problems of 
economic development. Undoubtedly there are problems of 
development which go beyond the theory of Part I, which more 
or less accurately represents the present position of pure economic 
theory. Nor is it the case that phenomena arising from economic 
development obey their own special laws and are quite independent 
of the phenomena discussed by the static theory; on the contrary, 
repercussions occur which affect the data assumed to be given. In 
more concrete terms, the processes of production and exchange 
explained by the static theory upon the assumption of a given 
quantity of original means of production themselves affect the 
quantity of original means of production available in the future. 

Such considerations provide some justifications for the infant 
industry argument. They also played a part in the discussion of 
the pros and cons of the development of Germany into an industrial 
country, in which Wagner, Pohle, Dietssel, Brentano and others 
took part in the years round 1900. 

In this connection we must also consider whether tariffs, by 
inducing foreign producers to establish works protected 

country, may not draw into it additional factors of production. 
Finally, we shall have to speak of the famous controversy as to 
whether the export of machinery and of capital does not in the 
long run injure the exporting country, although at the time it 
appears advantageous on the basis of the principle of comparative 
costs. 

(5) Finally, as a fifth group, we must name the arguments for 
retaliatory tariffs. These are based upon the belief that, while 
Free Trade may be correct in principle, nevertheless a liberal 
trade policy cannot be afforded by a country surrounded by neigh- 
bours who have all armed themselves with tariffs. Two different 
reasons are given in support of this view, (o) It is said that the 
Free Trade country is in a weak bargaining position, since, as it 
has no duties itself, it has no concessions to offer its neighbours to 
induce them to lower their tariffs upon its goods. (This is the 

» The concepts * stfttic ’ and * dynamic ’ in this connection are not unambignoui. 
We should really distinguish different stages in the extent to which an economy is 
dynamic. We should understand by a stotic theory one which, among other 
simplifications, assumes the existence of a given quantity of original means of pro- 
duction. The quantity in existence is taken as a datum which calls for no further 
explanation; this, however, by no means excludes the possibility that tlm qnanUty 
of means of prodnetion actually supplied is a function of their price and can thue 
be explained. On all this ef, Knight. *' Statik und Dynamik *’ in ZtxUcknft /Uf 
NationaUhonomit. (1031), vol. 2, pp. 1 et Btq.; now reprinted in Ethics of Com- 
petition (1935). 
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tactical argument for tariffs in the proper sense of the term.) (b) 
But quite apart from these tactical considerations, it is claimed 
that one-sided Free Trade is harmful; why, is not clearly shown, 
but it sounds very convincing to declare that one sole Free Trade 
country delivers itself helplessly into the hands of foreign com- 
petitors unless it also provides itself with tariff weapons. 



CHAPTER XVII. 

PARTICULAR ARGUMENTS FOR TARIFFS. 

§ 1. Aroitkents which do not Merit Seriods Discussion. 

It ftppoaiB desirable to clear the ground by eliminating a 
number of arguments for tariffs which can be declared with 
absolute certainty to be based only upon errors and upon a com- 
plete lack of insight into the working of the economic system, and 
are therefore not tenable from any standpoint. But it must not be 
assumed, because we deal with them very briefly, that their 
practical importance is small. On the contrary. Indeed, it is 
these untenable arguments which carry the greatest weight in 
Parliament and with public opinion. 

(1) The ‘ practical man ’ and the layman are always greatly 
impressed by the ocular demonstration of the beneficial effects of 
tariffs in expanding the production of the protected industries. Is 
it not possible by means of adequate Protection to conjure up and 
develop great productive units and whole branches of industry? 
Has not extreme agrarian Protection in Germany and Austria 
resulted in a very short time in a considerable growth of agricul- 
tural production in those countries and in a sharp fall in their 
agricultural imports? Has not the agricultural country of Hungary 
within ten years brought whole industries into existence? Innumer- 
able illustrations of this kind are available, and those who favour 
duties or who benefit by them do not fail to point to them with pride 
and satisfaction and to give them the widest publicity. 

It is scarcely necessary to observe that such examples — even 
when the facte are as stated and the increased production is not 
really due to other causes — in no way prove that the tariffs have 
increased the social product. That the tariff increases the output 
of the protected industries is only one side of its consequences. 
Despite this increase of output in the protected industries, or rather, 
as our theory has shown, because of it, one branch of industry has 
expanded only at the cost of some other. If imports fall off, 
exports also must fall off, and if the producers of protected goods 
obtain higher prices, the consumers of these goods are paying 
higher prices for them. When one branch of industry expands and 
thereby attracts more factors of production, these factors of pro- 
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duction are no longer available for other u&es. Our theory has 
shown that the decrease in production elsewhere is greater than 
the increase of production in the protected industry. Whoever 
disputes this must prove the contrary, but in doing so he must draw 
up a complete balance-sheet of the effects of the tariff and not give 
only the credit side. If he does the latter, he merely proves that 
he does not understand the point at issue. 

(2) The above remarks apply also to the catch-phrases about 
creating and expanding a home market. The home market is 
indeed expanded, but the export market is correspondingly con- 
tracted. The fall in imports is followed by a fall in exports. If it 
is contended, in opposition to this statement, that exports need 
not fall off immediately to the same extent as imports, maybe 
because the difference is lent abroad, we are drawn into a very 
complicated argument, which we discuss in § 3 of this chapter. 
The expansion of the home market in itself proves nothing. Nor is 
anything proved by the assertion, frequently made, that there is 
plenty of scope for work within the country, so that there is no 
need to seek export markets. Certainly it is true that there would 
be more than enough scope for work in supplying home demands 
(once the transition to self-sufficiency has been accomplished) but 
the work yields a smaller product than if some of it were devoted 
to producing for international exchange. Keynes has settled this 
argument once and for all: “ If Protectionists merely mean that 
under their system men will have to sweat and labour more, I grant 
their case. By cutting off imports we might increase the aggregate 
of work; but we should be diminishing the aggregate of wages. 
The Protectionist has to prove not merely that he has made work, 
but that he has increased the national income. Imports are receipts 
and exports are payments. How, as a nation, can we expect to 
better ourselves by diminishing our receipts? Is there anything 
that a tariff could do, which an earthquake could not do better? 

(3j We must next refer to the so-called purchasing-power 
argument, with which the parties who would gain by duties try to 
make their wishes palatable to others. Agriculture explains to 
Industry how advantageous agrarian protection would be for the 
industrial population, by increasing the purchasing power of 
consumers of industrial products, ‘ Hat der Bauer Geld, so hat s 
die ganze Welt * — when the peasant waxes fat, all the world grows 
rich on that. But this argument can be reversed : industrial tariffs 
increase the purchasing power available for agricultural products 
and therefore in the end benefit agriculture. Ropke makes some 

1 Tht Nation and Athenaeum (let Dec. 1023). 
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caustic comments on the ' Fata Morgana of the purchasing power 
mirage. * Frederic Bastiat has delightfully exposed such argu- 
ments in his famous Petition of the Candle-makers, who recj^uest 
Parliament to protect them against the destructive competition of 
the sun. If you would only block up as far as possible every 
means of entry for natural light and thus increase the need for 
artificial light, what industry in the whole country would not 
thereby benefit to some extent? ... If the manufacturers gain 
by protection, this at the same time benefits agriculture. If agri- 
culture gains, it has more money to spend on industrial products. 
If we were granted a monopoly of the provision of light, we should 
at once purchase large quantities of tallow, coal, oil, resin, wax, 
spirits of wine, silver, iron, bronze and crystal glass for the needs 
of our industry. We and our numerous suppliers, upon acquiring 
more purchasing power, would spend more and so increase the 
prosperity of every branch of national production. ... It may 
perhaps be objected that light is a free gift of nature and that to 
throw away gifts is to lessen welfare. . . . You should consider, 
however, that up to the present you have always on fhM account 
cut down foreign imports, just because they approach to being 
gifts, and the more nearly they have been gifts the more have you 
shunned them, . , . When a commodity such as coal or iron or 
wheat or cloth comes from abroad and we thus obtain it with less 
labour than if we had produced it for ourselves, the difference is 
a gift which is being made to us. This gift is greater or less, the 
greater or less is this difference. It reaches a maximum when the 
giver, as the sun with its light, demands nothing from us in 
exchange. The question is, therefore, whether our country desires 
the alleged benefit of a costless consumption or the proved 
advantages of a work-creating production. We beg you to choose, 
but to choose logically. If you make your duties higher, as in fact 
you do, upon coal or iron or wheat or cloth from abroad, the lower 
is their price, how inconsistent would it not be to allow the sun- 
light, whose price is nil, to have free entry during the whole of 
each day! 

(4) From the purchasing-power argument follows logically the 
postulate of Protection all-around, expressed by tlie catch-phrase 
' Protection for national industry in both town and country.* If 
every duty assists not merely the industry whose products are thus 
protected but also, by means of increased purchasing power, benefits 
every other branch of production, it follows that the best course is 

^ Weltwirtschaft and AnssenhandehpoHtik (1931), p 54, 

^ Sophismes t^conomiqutSy Nr. 7, Oeuvres completes de Fr. Bastiat (1854), 
vol. A 
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to protect every branch by tariffs. Ever since Germany adopted 
high Protection with the new Bismarck tariff of 1879, this catch- 
phrase — it can scarcely be termed an argument — has enjoyed great 
popularity in Germany. Bismarck at once realised its effectiveness 
from the standpoint of political tactics. In his well-known com- 
munication of I5th December, 1878, to the Bundesrat, concerning 
the revision of the tariff, he says : “ Tariffs for particular branches 
of industry . . . have the effect, especially when they are unduly 
high, of a special privilege and therefore tend to arouse among the 
representatives of non-protected branches the kind of opposition 
which every special privilege encounters. A protective system 
which gives the iotal home production a preference over foreign 
producers in the home market encounters no such opposition. Such 
a system will not seem oppressive upon any section, since its 
benefits are shared equally by all producing sections of the nation.'* 
The tariff policy of nearly every country today rests upon this basis 
of solidarity. The various special interests adopt the attitude of 
do ut des ; give me a tariff and 1 will raise no objection to a tariff 
on your product. 

There is practically nothing to be said about all this from a 
scientific standpoint. The fact that all branches of production are 
protected by tariffs does not make the tariff-system one jot better. 
On the contrary. It should be clear that the more embracing and 
free from gaps is the tariff barrier, the more is the benefit of any 
particular tariff to the industry which it protects whittled away. 
For all members of that industry must now pay more dearly for all 
other imported goods and thus in their capacity as consumers they 
lose part of their gain as producers. Nevertheless, it is not true to 
say, as Free Traders often do, that an all-embracing tariff does 
not change the relative situation of different industries. It results 
rather in a strengthening of the position of those industries which 
have to face foreign competition and this takes place at the 
expense of the export industries. The more embracing is the 
tariff wall, the more is the country cut off from the world economy 
and from the benefits of international division of labour; the 
greater, therefore, is the loss to the social product. Those who 
declare that this loss should nevertheless be accepted must take 
the trouble to explain what are the advantages which in their view 
outweigh it. This would bring us to one or other of the more valid 
arguments for Protection. But the catch-word of solidarity in the 
matter of Protection has not the slightest contribution to make in 
this respect. It is not an argument at all but merely a phrase of 
great psychological and political effectiveness. 
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(5) Quite ae untenable is the argument that tariffs improve the 
halance of trade. This argument is used especially in times of 
inflation and of acute monetary crisis. Since 1931 many 
countries in Eastern and Central Europe have imposed import pro- 
hibitions and increases of tariffs with the declared object of reliev- 
ing the balance of trade or the balance of payments. In normal 
times a reference to the balance of trade is made more as a supple- 
mentary reason than as a main reason for Protection. The alleged 
favourable effects of Protection upon the balance of trade are 
regarded as a welcome secondary consideration which, in case of 
-doubt, should turn the scale in favour of tariffs. This argument 
flows from the balance-of-payments theory discussed in chapter IV 
§ 1 and is usuallj^ put forward with a complete lack of understand- 
ing of the monetary and foreign-exchange mechanism, which auto- 
matically brings about an equilibrium in the balance of payments. 
In this naive form the argument is quite untenable. We shall 
discuss a more sophisticated form of it in § 3 of the present chapter. 

We do not dispute that a passive balance of trade may be an 
unfavourable symptom. For example, it may lead to an undesired 
increase in indebtedness to foreigners or it may be a sign of the 
dissipation of property in such forms as the export of securities. 
But it is a gross error to believe that the diminution of imports 
will necessarily imply a diminution in the import surplus, A 
tendency to increase indebtedness to foreigners or to export property 
is not to be combated merely by diminishing imports. Nobody who 
wants to borrow abroad or to sell securities abroad will be deterred 
by the imposition of duties on imports. So long as the forces 
causing an excess of imports (for example, invisible exports or 
foreign indebtedness) remain in operation, a diminution of imports 
can only lead to a further corresponding fall in exports and will 
do nothing to reduce the surplus of imports; indeed, this surplus, 
if expressed as a percentage of the country’s total external trade, 
will even increase. If a tariff leads to an import of capital — a 
possibility used as an important argument for tariffs, and discussed 
in 8 4 of the present chapter — ^it will result in a greater worsening 
of the trade balance in the future. 

(6) Equally untenable is the case for tariffs to check the import 
of luxuries. If this is advocated in order to induce different habits 
of consumption, and to lead people to spend less on luxuries, then, 
logically, there is no ground for discriminating between imported 
and home-produced luxuries; both should be taxed equally. If the 
price of imported luxuries only is raised, it is highly probable thal 
the diverted demand will turn towards similar luxuries produced 
at home and not towards more * useful * goods. 
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(7) Despite the very widely held opinion to. the contrary, the 
simple argument for retaliatory tariffs must be included among 
arguments which do not deserve discussion. The mere fact that 
other countries have tariffs is no reason whatever for imposing 
them. (We are not speaking here of the tactical possibility of 
thereby inducing the other countries to lower theirs.) If another 
country hinders our export trade, that is very regrettable; she 
thereby injures both herself and us, reducing both sides of the 
balance of trade and balance of payments account of both countries. 
If we then retaliate by also imposing tariffs, we inflict further 
injury both on ourselves and on the other country, our trade- 
partner, without in any way lessening the harm done by the tariffs 
of the latter. The Free Trade argument, as we have stated it, in 
no way depends for its validity upon the absence of foreign tariffs. 
For, it will be remembered, we introduced transport costs — which 
play the same role as tariffs — into our theory (chapter X, § 6). Our 
analysis of the effects of transport costs applies just as much if 
the transport costs are one-sided, being levied upon traffic in only 
one direction. But if the Free Trade case can be proved when 
there are one-sided transport costs, it can equally well be proved 
when there is one-sided Free Trade. 

The popular belief that a country surrounded by a ring of 
hostile tariff walla cannot maintain her balance of payments in 
equilibrium is so primitive that we can pass it by.'* 

(8) Of quite special importance is the argument that tariffs 
maintain wages. We have already spoken (chapter X, § 4) of the 
view that tariffs can raise the general level of wages or, in other 
words, that a wage-level higgler than that of other countries can 
be maintained only behind a tariff shield. When the general wage- 
level is meant, this view is proved false by the theory of compara- 
tive costs.® None the less, the pauper-labour argument is very 
popular in countries of high wages, especially the United States 
and England and her Dominions. The layman is impressed by the 
statement that the expansion of American industry could never have 
taken place, in face of the competition from Asiatic and European 
countries where wages are half or less than half American wages, 
without the protection of the American tariff. Nevertheless, the 
implication that trade between countries in goods leads to an 

* This argument sometimes makes its appearance in a dynamic form. It then 
alleges not the existence but the imposition of foreign tariffs as a reason for impos- 
ing import duties. The sudden diminution of exports affects the monetary 
mechanism and makes inevitable a painful transition to a new equilibrium. The 
disturbances of this transition could be avoided at the expense of a permanent 
reduction of the social product. This form of the argument is discussed later (see 
§ 3, |)p 269 tt «pg.). 

See specially Taussig in Free Trade, The Tariff and Reciprocity (1920). 
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equalisation of factor-prices, and in particular of wages, is funda- 
mentally false. An equalisation of wages comes about only if 
labour is mobile and can move from districts where wages are 
lower to districts where they are higher. The appropriate weapon 
with which to create or maintain a wage-difference is therefore the 
prohibition of immigration, just as the appropropriate way to 
create a difference between the home and foreign price of a com- 
modity is to prohibit or tax its importation. 

But the question takes on quite another aspect when reference 
is made not to the general wage-level or to average wages but to 
the wages of particular groups of workers who are not in free 
competition with the others. This brings us back to the problem of 
the influence of a tariff on the distribution of the national income, 
discussed in chapter XII. 

(9) The fear of lower foreign wages leads to the stupid idea 
that the object of a tariff should be to counteract the lower costs 
of foreign countries. Only then, it is claimed, will home industry 
be able to compete with foreign industry on a ‘ fair ^ basis. It is 
clear that the complete and logical application of this postulate 
would destroy all international trade, since this arises only because 
of differences in costs. 

Nevertheless, this view is very popular in the United States 
and has actually found expression in its legislation. The Tariff 
Act of 1922 declares: “ In order to apply the policy laid down by 
the Congress in this Act ... the President of the United States 
shall, . . . when it appears to him that a duty as laid down in this 
Act fails to equalise costs of production between the United States 
and competing countries . . . raise or lower the duty until the 
costs in both countries are equalised, provided that such an increase 
or reduction does not exceed 50 per cent, of the duty laid down in 
the Act.'' A special body, the Tariff (Commission, was set up in 
order to calculate differences in costs. Similar statements appear 
in all subsequent American Tariff Acts. Much use has been made 
of these instructions. The Tariff Commission has made extensive 
researches into the cost of production of numerous goods in the 
United States and abroad ; the duty has been raised in many cases 
but lowered in very few. Even if we put aside the difficult theoreti- 
cal problems involved, arising from the many possible meanings 
of ‘ cost and from the fact that the production costs of a given 

® As a rule the Tariff Commission has utilised for its calculations the average 
of the costs of particular concerns. Upon the results of such a method of calcula- 
tion, and upon the theoretical signincance of such * statistical cost curves cf. 
Taussig, “ I^ice-fixing as seen by a Price-fixer ** in Quarterly Journal of Kcojimmcs 
(1919) vol 33. Upon the relation of such statistical cost curves (the particular 
expenses curve * of Marshall) to the coat-curves (especially the marginal cost-curves) 
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good are not everywhere the same even within one country, and 
even if we put aside also the technical administrative and statistical 
difficulties of such investigations, it is perfectly clear a priori that 
from the standpoint of a rational trade policy the whole business 
is meaningless. If a commodity is habitually imported, that fact 
alone in itself proves that its cost of production is lower abroad. 
No statistical investigation is needed. 

The argument for tariffs to equalise costs of production is not 
any more valid if it concerns itself not with wages but with other 
circumstances giving rise to differences in costs. We have already 
shown (chapter X, § 4) that in Europe the desire to impose equalis- 
ing tariffs against imports from America springs from the view that, 
although wages are relatively high in America, other conditions 
of production are more favourable than in Europe. In reality the 
one is a consequence of the other; wages are higher in America just 
because other conditions are more favourable ; in other words, wages 
are higher because the labour, working under more favourable 
conditions of production, is more productive. The doctrine of com- 
parative costs demonstrates that in such circumstances also inter- 
national trade is advantageous. 

Nor is the general burden of taxation^ and the increase in pro- 
duction costs due to social measures such as the prohibition of 
night-work, the eight-hour day, and restrictions upon the employ- 
ment of women and children, any reason for imposing tariffs, 
although it is often contended that these extra burdens should be 
offset by tariffs. In part such circumstances result in a reduction 
of money wages and to that extent have no influence on external 
trade; but, undoubtedly, they also cause a shifting in the scale of 
comparative costs. Those branches of production — for example, 
those especially suited to female or child labour — which are 
especially hit by such social measures, may now be unable to meet 
foreign competition. This naturally implies a reduction in the 
volume of production, since production is pushed out of some of 
the lines indicated by comparative costs and into others. But, in 
the opinion of the legislators, the reduction in the social product is 

with which the theory works, see Viner, “ Cost-curves and Supply-curves *' in 
yjtfitschtifl flit National dkononiie (1932), vol. 3. See also Simpson, “ Average or 
Marginal Costs for the Flexible Tariff ” in Journal of Political Economy (1926), 
vol. 34, pp. 514-24 ; and Sweezy, " Theoretische und Statistische Kostenkurven " in 
Ztitschrift fur National dkonomic (1933), vol. 4, p. 516. 

’ The matter is different when a special tax is imposed on one product. In that 
case an equalising duty — a revenue duty— is justified. The fact that a particular 
product IS especially suitable as an object of taxation in no way alters the advan- 
tages of specialising upon its production, and it would be irrational to prevent 
specialisation in the direction indicated by comparative costs by refusing an equalis- 
ing duty to offset the tax. This was shown by Ricardo (On ProtecUon to Agri* 
culture j § 3, “ On the Effects of Taxes imposed on a Particular Commodity "). 
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compensated by certain advantages, for example, by the stoppage of 
female or child labour. If, now, an equalising tariff is imposed, 
our theory shows that an additional injury is thereby inflicted, 
without in any way diminishing that due to the taxation or the 
social charges, and without throwing its incidence upon other 
countries. Thus the notion of ‘ equalisation ’ as such is no argu- 
ment at all. If the tariff is advocated in order, for example, to 
prevent unemployment in an industry previously using much female 
labour, on account of a prohibition of female labour, we are con- 
fronted with an argument which we shall consider later. 

§ 2. The Protectionist Theory of Richard Schuller 

Professor Schuller’s exposition of the advantages of Protection 
ranks with justice as one of the most profound arguments for 
tariffs.® It is purely static in nature; it does not rest upon the 
assumption of disequilibrium or of losses due to friction nor upon 
considerations of economic development. This greatly simplifies 
the discussion of it. We have already considered (chapter XI, § 8, 
and chapter XV, § 1) the method, namely, that of partial equili- 
brium, which he uses in order to examine international trade and 
the effects of tariffs. He adopts two standpoints from which to 
judge tariffs : (1) their influence upon the total income of the popu- 
lation and (2) their influence upon the distribution of the total 
income; he considers a rise in income from labour at the expense of 
income from rent as desirable, and the opposite as undesirable. 
We shall here consider mainly the first, the ‘ purely economic,’ 
criterion. 

According to Schuller, every tariff has a twofold effect upbn 
the national income. It hits consumers on the one hand and 
stimulates production on the other hand. In order to make a 
complete judgment upon the effects of any particular tariff, we 
must weigh the disadvantages under the former head against the 
advantages under the latter. 

The advantages predominate when a tariff leads to a marked 
increase in production coupled with only a moderate rise in price; 
the disadvantages predominate when on the contrary the rise in 
price is great and the increase in production only feeble. 
Schuller then embarks upon a discussion of the circumstances 
which determine which of these two possibilities will occur in any 
particular case. These circumstances, according to Schuller, are, 
briefly, the structure of costs and the difference in costs between 


^ Bee hiB book Schutzzoll und Freihandel (1905). 
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home and foreign production, that is to say, in our terminology, 
the elasticity and the size of the home and the foreign supply, 
together with — although Schuller does not lay so much stress on 
this — the size and elasticity of the demand. It will suffice for our 
purposes to explain the principle upon which he strikes a balance 
between gain and loss by setting out two of his illustrations. He 
gives the following as an example of a duty which is without 
question advantageous : 

*' The home requirements of cotton yarn, at an average price of 200 kronen 
per unit, are 1,330,000 units a year, of which, in the absence of an import duty, 
only 100,000 units would he produced at home, the remaining 1,230,000 being im- 
ported But the difference in costs is so slight that if the price were raised from 
200 to 210 kronen per unit, almost the whole requirements, say 1,300,000 units 
could be supplied by home producers. 

“ The checking of imports by a tariff would therefore result in 1,200,000 units, 
for which previously 240 million kronen had been paid abroad, being produced at 
home. From this sum we must deduct 140 million kronen for the raw cotton, 
which now would have to be imported to make possible this home production of 
yarn. This would leave an importation to the value of 100 million kronen, for 
which home production would now be substituted. But the home consumers, who 
previously spent 266 million kronen on the purcliase of 1,330,000 units at 200 
kronen a unit, would now have to spend 273 million kronen, on the purchase of 

1.300.000 units at 210 kronen a unit. They would thus have 7 million kronen 
more to pay and would receive 30,000 units less than before in exchange. On the 
other hand, production will increase to the extent of 100 million kronen. In this 
case, the advantages of a duty would unquestionably exceed its disadvantages.”'’ 

In the following case, on the contrary, a tariff would 
undoubtedly be harinful ; 

" Let us suppose that in a country every year 1 million units of flax, at a price 
of 80 kronen per unit, are used as raw materials, and that 400,000 of these units 
are produced at home, the other 600,000 being imported Any considerable increase 
in the production of flax can take place only if its price rises very sharply. This 
18 in fact the rase in Germany, Austria, and other countries, and in consequence 
their output of flax increases only a little even at times when the price of flax 
has risen very considerably. It is therefore not an exaggerated assumption to 
suppose that the price of flax must rise from 80 to 150 kronen ’per unit in order 
that the home demand may be met, at that price, by home production. Naturally 
the consumption would fall of! a good deal in consequence of such a rise in price. 
Let us suppose that it would fall from 1 million units to 600,000 units. Since 

400.000 units were previously produced at home, this would mean an increase in 
production of 200,000 units, which were previously imported at a cost of 16 million 
kronen and are now produced at home at a cost of 30 million kronen, that is to 
say at 14 million kronen more. The price-increase of 28 million kronen for the 

400,000 units of flax which were previously produced at home certainly benefits 
the home producers, but is disadvantageous from the standpoint of distribution, 
since it implies predominantly an increase of income from rent at the expense of 
income from work. The home consumption is supplied with only 600,000 units 
instead of 1 million, and must pay 10 million kronen more for these 600,000 than 

® hoc, cit.f p. 130. Schuller points out that this example is not exaggerated, 
since the whole spinning industry of a country may depend upon just such a 
small difference in price. ^ 
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it preriously paid for 1 million ; against that, aq import of only 16 million kronen 
in value has been replaced by home production. In this case the disadvantages 
due to interference with Free Trade are beyond doubt much greater than the 
advantages.”^ 

There are several comments to make upon this. This kind of 
balancing of the advantages and disadvantages of a tariff rests 
upon an inadequate and incorrect picture of the shifting of the 
structure of the economy brought about by the tariff. On the one 
hand, that circumstance from which, in Schuller’s theory, the 
utility of the tariff arises, namely the increase in the total income 
(which, as we shall see later, can occur only by drawing into 
employment factors of production previously idle) is not explicitly 
present at all. On the other hand, the quantity used by Schuller 
as a measure of the credit side of the balance (namely, the increase 
in the home production of the protected commodity) perhaps 
includes the true credit — if a true credit is present at all — but in 
no circumstances can the whole of this increase be treated as a 
credit and used as a measure of the extent by which total income 
increases. 

We can agree with Schuller in what he says about the debit side 
of the effects of tariffs. Consumers suffer by the consequent rise 
in price. Their loss in this respect can be measured, as by Schiiller 
in the above examples, by the increased consumers’ outlay on the 
good in question plus the value of the number of units of the good 
by which the amount consumed is diminished.* 

The error in Schtiller’s reasoning concerns the credit side. He 
takes the increase in the home production of the good subject to 
the duty as equivalent to an increase to that extent in the total 
national income. This is a quite inadmissible proceeding. The 
question at once arises whether the increase in the production bf 
the protected industry does not inevitably occur at the expense of 
reduced production in other industries. Will not the factors of 
production needed to increase the output of the protected industry 
be drawn away from other industries, so that the net effect on the 
national income is not an increase but merely a shifting of pro- 


* Let us cafl the price of the good pi before the tariff and p^ after the tariff 
and the quantity consumed before the tariff and q.^ after the tariff. Then the 
loss to consumers is measured by : (p^q — pjq^) + (qi-Qg) Pi- I shall not discuss 
the question of whether the difference in quantity, in the second term of this 
expression, should be valued at the old price pi or at the higher post<duty price p^. 
It should be observed that the first term of the expression may be negative. This 
will be the "case if the elasticity of demand for the good is greater than unity, so 
that a rise in price reduces total consumers’ outlay on it. In such a case the hrst 
term shows a ' negative loss/ that is to say a ^ain. But the value of the whole 
expression must be positive, whatever the elasticity of demand may be. This is 
easily seen by multiplying out ; the result is n^q.^ - ~ <)9 (Pa " Pi)> ^bich must 

be positive since pg is higher than P|. It we value the second term of our 
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diiction towards the protected industry and away from the export 
industries or from those industries from which demand has been 
diverted in consequence of the dutyP 

Schuller naturally considers this objection, and tries to demon- 
strate, at some length, that it is not valid. This demonstration con- 
tains the heart of his theory. He goes into polemics against the 
‘ error * of Free Traders in supposing “ that the size of a country's 
production is fixed by the quantity of factors of production present 
in the country." He contends that the factors of production within 
a country are never fully utilised, so that, in so far as a tariff causes^ 
previously unemployed labour or idle natural resources to be 
utilised or causes an import of capital or an immigration of labour 
into the protected country, it brings about an increase in its total 
production. 

We have already observed (in chapter XII, § 2) that this argu- 
ment, in so far as it is based upon the existence of unutilised factors 
of production, contains a fallacy. We shall return to this point in 
the following section; for the moment, let us ignore it. Even 
so, there is no reason whatever to assume that the increased pro- 
duction in the protected industry takes place entirely or mainly 
through the utilisation of factors previously idle. There exists 
no fourth dimension out of which factors of production can be con- 
jured. When one branch of production expands, its expansion 

eipression at the higher poet-duty price pj, the result is q](p 2 - pdt which must 
also be positive. 

In figure 26 DD is the demand curve. After the duty is imposed, the price risea 
from Pi to p^. The expreiiion qi (pj - Pi) is represented by the rectangle- 




Ptp'gP,P] and the expression q^ipa - pi) by the rectangle PgPgPiPV differ- 

ence in consumers’ rent is represented by the shaded area pgPaPi^i Thus one 
of the two expressions is greater and the other smaller than this difference. But 
if we allow tne price to fall by steps from p, to p, as in figure 27, the two 
expressions approach one another ana finally coincide with the increase in coO' 
sumers' rent. 

In this figure qi(Ps-pi) is represented by the area paPlf^f’a> bounded the 
outer stepped line between P, and P, ; and qalpa-pi) is bounded by the tuner 
stepped line. We thus demonstrate that the measure used by Schuller for the 
injury to consumers caused by a tariff is the loss in consumers’ rent due to the 
rise in the price of the good. 
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must be to some extent at least at tbe cost oi some other branches. 
Some part of its expansion may be due to the tapping of a reservoir 
of means of production previously unutilised. If so, the magnitude 
of this part is perhaps indicated by the amount of unemployment 
existing in that particular branch. But Schtiller makes no refer- 
ence whatever to this criterion. He merely declares in general 
terms that in every country and in every branch of industry — in 
all forms of agriculture and manufacturing alike — idle means of 
production will be present, without showing that more of such 
idle factors are present in certain branches than in others, and that, 
therefore, Protection to those branches would be beneficial. Nor 
is there any a priori reason to suppose that more idle factors exist 
in, say, the textile industry than in, say, agriculture. There is 
not sufficient connection between the circumstance which Schuller 
takes as decisive, namely the elasticity of supply, and the 
relative amount of unutilised factors in an industry. He 

lays down the following rule: ''The smaller is, firstly, the 

spread between the highest and the lowest costs with which the 
home demand for the good can be satisfied by home production, and 
the smaller is, secondly, the comparative advantage of foreign 
producers in the case of goods which under Free Trade would not 
be produced at all in the home country . . . the greater is the 
increase in output due to a tariff relatively to the loss on the side 
of consumption caused thereby, and the more favourable, therefore, 
are the effects of the tariff upon the total income. This is correct 
if instead of ' more favourable ’ we write ‘ less harmful/ It is 

indeed obvious that, other things being equal, a tariff which hits 

consumers less — because the comparative advantages of foreign 
countries in the production of the good in question are only slight- — 
does less harm than a tariff which does the contrary. But Schuller 
fails to prove that the former kind of tariff is not only less harmful 
than the latter, but is itself positively beneficial. Indeed, no such 
proof can be given. 

It is very instructive to consider Barone’s treatment of the problem of weigh- 
ing the advantages and disadvantages of a tariff. Barone adopts the same methods 
and the same assumptions as Schuller. But he comes to the conclusion (loc, cit., 
p. 104) that in international trade *' the profits of those who gain in cither market 
(country) are always greater than the losses of those who lose in that same 
market/* He shows this with the aid of the following diagram (figure 28). which 
we have already had occasion to use. 

If the two markets become one, the same price Om rules in each. If they are 
separated by a dnty, the price rises in the importing country 1 to OQ and falls 
in the exporting country K to On. The removal of the duty would result in a gain 
to the consumers of I equal to the area BCmg. The loss to the producers in I 


3 Loc. cit.f p. 136. 
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would be BT>mQ* The gain is thus always greater than the loss, the net gain 



gain of the producers (AFina) is always greater than the loss to the consumers 
(AEma). Barone’s method of reckoning the gain to consumers in I (and the loss 
to consumers in E, of which, however, Schuller says nothing) is the same as that 
of Schuller.* 

The loss to producers due to the removal of a duty (or the gam due to its 
imposition) is reckoned by Barone in a quite different manner from that of Schuller. 
If production increases from Od to Ob, Barone reckons the gain of producers 
as equal only to the increase in rent (BDn)/3). He does nofi count the increase in 
costs, BDdb, as a gain, since he takes it as obvious (without explicitly saying so) 
that the factors and goods upon which the extra costs are spent must be drawn 
away from other uses. Schuller, on the contrary, counts the whole area bdl)ni/!iB as 
representing an economic gain. 

What, then, are we to conclude as to the view of Schiiller that 
previously unutiliaed means of production can be brought into 

* The area CB^m representing the gain of consumers measures tht increaat 
in consumers* rent. This concept is of very doubtful validity. 1 cannot here 
embark upon an analysis of it, but I believe that in the following form it may be 
accepted for our present purpose. Suppose a small fall in piioe from OQ to OQy 
Then the gain of consumers, at anv rate their money gain, equals a small strip 
BQ of a height B8v since this is the sum which consumers save if they continue 
to buy the same quantity of the good as before. If we suppose the price to fall 
further by small stages, other strips are added to this one, until the sum of all 
such strips is the area CBj^. Leaving quite aside any vague references to the 
measurement of utility, we can define consumers’ rent as that sum^of money which 
would exactly compensate the consumer for the given rise in price. 

But this method of measuring the gain to consumers, from the removal of a 
duty, is restricted within narrow limits. It can be used to measure the loss to 
consumers from one single duty, provided that everything else remains unchanged. 
The loss inflicted by a multitude of duties cannot he measured in this way, since 
as more duties are imposed the various demand curves must alter. 

We may further observe that among the other things which must remain uiv 
changed for our suggested method of measurement to he correct is the ' marginal 
utility of money.* And this will remain unchanged only if the price of only (me 
good among many is affected, and even so only If not more than a small fraction 
of the total income is spent upon this good. We cannot here go into this matter 
in detail. But we may add that it is possible to explain the concept of the 
marginal utility of money — a concept which is usually enveloped in metaphysical 
vagueness and ambiguity — in terms of rational acts of choice. 

We should perhaps add that there is a small difference, irrelevant for our pur- 
poses, between the technique of Barone and that of Schuller. The former moves, 
so to speak, by inflnitely small steps, and therefore uses continuous curves, while 
the latter rnoves by discontinnous jumps, using arithmetical examples. This differ- 
ence shows itself in the fact that neither qj (pa-pi) nor (p*»-pi) exactly equals 
the increase in consumers' rent. 


PARTICULAR ARGUMENTS FOR TARIFFS 259 

service by means of a tariff? In so far as these unutilised means 
consist of natural resources, such as fertile land, mineral deposits, 
and water-power, or of produced means of production, such as 
machines and factory buildings, his argument rests upon a fatal 
fallacy. This fallacy has already been pointed out, in chapter 
XII, § 2, and has been trenchantly exposed by Mackenroth in 
the article to which we there referred. With this exposure, the 
bulk of Schuller’s objections to Free Trade fall to the ground. It 
remains only to enquire to what extent Labour is in a different 
category owing to the fact that the price-mechanism does not 
function without friction in the labour market,^ and whether 
tariffs may lead to a net increase in the import of means of pro- 
duction from abroad and thereby to an increased use of means 
of production in the protected country. Both these enquiries relate 
to circumstances upon which many other authors have endeavoured 
to base a case for Protection. At this stage, therefore, Schuller's 
argument for tariffs merges into the arguments discussed in the 
following sections. 

§ 3. Tariffs and Unemployment.® 

1. Introduction. — The general public usually considers the 
existence of unemployment in an industry as a very good reason 
for the imposition of a tariff. Of course, it is beyond dispute that 
unemployment in one single industry — provided that its products 
do in fact compete with similar imported goods, and provided that 
the demand for such products is not completely elastic — can be 
diminished by a tariff on the competing imports. Such a diminu- 
tion, the possibility of which is freely admitted by Free Traders, 
is one consequence of the expansion of production in that 
industry due to the tariff. But this proves nothing whatever as to 


^ Schuller does not make clear that the distinction here is between goods 
which are used so long as their price is above aero and goods, such as Labour, which 
may cease to be used long before their price falls to zero 

The Macmillan Report (see Addendum I, from the pen of J. M. Keynes) is by 
no means clear on this point. It says, on p. 201, sec. 40 ; " The fundamental 
argument for unrestricted Free Trade does not apply without qualification to an 
economic system which is neither m equilibrium nor ui sight of equilibrium. For 
if a count^*8 productive resources are normally fully employed, a tariff cannot 
increase output, but can only divert production from one direction into another, 
whilst there is a general presumption that the natural direction for the employment 
of resources, which they can reach on their merits and without being gjiven special 
advantages at the expense of others, will yield a superior national aiyidend. But 
if this condition of full tmfloymtni is neither fulfilled nor likely to be fulfilled 
for some time", then the position is totally different, since a tariff may bring about 
a net increase of production and not a mere diversion.” We shall consider in the 
following § how far this is correct. 

• See Beveridge (editor), Tariffs: The Cast Examined, chap. 6. Keynes and 
others in The A/cw Statesman and The Nation (April and May 1931). Balogh, 
” Arbeitslosigkeit und Zdlle ” in Wsltwirtschafil. Archiv (1931), vol. 34. pp. 465 

tt 9eq. 
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the total effect of such a tariff. The real question in this context 
is whether total uneiwployment can be diminished or whether its 
diminution in some industries will be offset by its increase in 
others; in concrete terms^ whether the number of workers dis- 
missed in the export industries may not be as great as or greater 
than, the number of additional workers taken on in the protected 
industry. 

Here again it is necessary to make clear the axiological stand- 
point from which this question is regarded. On the one hand, it 
may be believed that unemployment is in itself an evil, and that 
therefore a net diminution in unemployment is an adequate reason 
for a tariff. On the other hand, one may take as the sole or main 
criterion the change in the total social product. In the latter 
event, one must consider whether a diminution in unemployment 
may not be bought too dearly, since it is quite conceivable that 
the real income of other persons may fall more than the real 
income of the newly employed workers rises. ^ 

The problem is further complicated by the existence of unem- 
ployment relief. 

2. The Effects of the Imposition or the Raising of Tariffs 
UPON Unemployment in the Short Run. — Let us suppose that 
unemployment prevails in some industry or other, say, the 
clothing industry. We need not for the moment concern our- 
selves with the causes and duration of this unemployment ; we shall 
consider them in detail a little later. In considering the short-run 
effects of a tariff upon existing unemployment, it is immaterial 
whether this unemployment is fairly temporary, arising, for 
example, from a cyclical trade depression, or whether it is more 
permanent, arising from structural changes. It will suffice for 
our present purpose to set out the position as follows. A part of 
the workers in a given industry cannot at present find work, 
although they are prepared to work at the prevailing wage,* If 
the goods of the kind which that industry produces are normally 
imported in considerable quantities, then by means of an import 
duty home production can be increased and a part of the 

^ Thifl latter sbaiid^ini is very clearly stated by L. Robbins : ** The nasin 
object of economic policy is not to cure unemployment; it is to increase the 
social dividend. If by curing unemployment that end is accomplished, well and 
good. If the cure involves measures inimical to the increase of the dividend its 
desirability is more dubious." “ Economic Notes on Some Arguments for Pro- 
tection " in Economica (Feb. 1931), p. 50. 

s We may suppose that through unemployment relief and trade-union 
resistance the wage has been prevented from falling and the unemployed from 
entering other branches of industry. 
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unemployed can thus be reabsorbed. (This is the primary effect of 
the duty.)* 

But most Free Traders deny that this implies a diminution in 
total unemployment. They claim that a restriction of imports 
involves a falling-off of exports and therefore unemployment in the 
export industries.^ As we shall see, it is broadly correct that a 
permanent reduction in total unemployment cannot be brought 
about by tariffs. Nevertheless, a mere reference to the falling-off 
in exports is not sufficient. 

Two kinds of objections are made against such a reference. 
In the first place, the assumption that a restriction of imports is 
at once followed by an exactly equivalent diminution in exports is 
attacked as untrue. We deal later (pp. 272-1) with this point. 
But even when exports do fall off immediately, it does not follow 
that unemployment must thereby be caused in the export industries. 
We must not forget that the purchasing power which was previously 
spent by consumers on imported goods and used by the foreign 
recipients to purchase exports from the country in question is now 
spent by consumers on home-produced goods and may be used by 
the recipients to purchase goods from their own export industries, 
so that a new home demand for the products of the export industries 
may replace the previous foreign demand.^ (This is the secondary 
effect of the duty.) The export industry E works now for the pro- 
tected industry B instead of for foreign markets; the duty ‘ has 
increased the purchasing powder of the home market * — this phrase, 
which we have previously criticised, is not without sense in this 
context. It must be admitted that in principle this contention is 
correct. Yet it by no means follows that the demands of the newly- 
employed workers will be for exactly those goods which were pre- 
viously exported.^ But if unemployment exists in any other 
branches of industry, and the new home demand flows towards any 
such branches, unemployment there will be diminished. This 

* We should include also in the primary effect the influence upon those in- 
duetnes which supply means of production to the industry directly concerned — 
for example, upon the machine industry, in so far as the protected industry buys 
ita machines at home and not abroad. 

^ Many authors who advocate tariffs take this dogma as their starting point 
wnd seek only to prove that it is not necessary for exports to diminish immediately 
and automatically by the same extent as that by which imports are restricted, e.g. 
Balogh, loe. cif., p. 476, and Keynes, "Economic Notes on Free Trade" in The 
New Statesman and Nation (11th April 1931). "Ha reduction of imports causes 
almost at once a more or less equal reduction of exports— obviously a tariff (and 
many other ^things) would be completely futile for the purpose of augmenting 
amployment . . p. 242. 

* A detailed analysis of this is given by R. Kahn, Economic Journal (1931), vol. 
’41, p. 173 : The relation of Home Investment to Unemployment." It is true 
that Kahn is considering the repercussions of public works and not the effects of 
tariffs, but his analysis applies mutatis mutandis to Uie latter. 

® Apparently this is asserted by Beveridge, p. 59. 
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diminution offsets the increase of unemployment in the export 
industries, and, in addition, there remains the diminution of unem- 
ployment in the protected industry. Thus runs the argument. But 
we cannot admit, without further discussion, that the labour set free 
in the export industries will flow into those branches of industry 
towards whose products the demand of the workers who have 
found employment in the protected industry has directed itself. 
Indeed, this assumption cannot be granted in this context. For 
we are speaking of the short run. There seems no reason at all for 
supposing that the workers in the export industries are perfectly 
mobile while other workers — namely, the unemployed from whose 
existence the whole argument arose — are not mobile. (If the latter 
were mobile, they would not be unemployed.)^ 

It can next be objected that the increased production in the 
protected industries is not entirely due to workers taken on from 
the reservoir of unemployed, but is partly due to materials and 
machinery and workers who were not previously unemployed,® 
and that these means of production must be diverted from some 
other branches of industry. It might be replied that possibly these 
means of production come from abroad. There might be, for 
example, less cloth but more yarn imported, so that the unem- 
ployed home weavers could work up the cloth. Of course, in such 
a case the imports would not diminish by the full value of the cloth 
now manufactured at home but only by the value added (to the 
yarn) by home labour. Even if the materials and so on are not at 
first imported, the increased demand for them will raise the price 


^ Let us call the consumers of the goods which will now be produced at home 
G, the home producers, who were unemployed and now by hypothesis become 
occupied, H, the exporters E, and the foreign countries F. Then the circulation 
of mon^y btfort the iinpoaition of the duty is represented by the arrows G — — ^E, 
and nfttr the imposition of the duty by the dotted arrows G ■ ■ - >H - - •>E (Fig. 2y). 

The foreigners F are now unemployed, -and their place 
is taken by the home industries 11 who buy from E what 
used to be bought by F. Wo shall not here consider 
the further effects upon the foreign countries. The ques- 
tion remains whether all this implies — e,^., as Robbins 
jt” [loc, cit., p. 53) declares — an increased circulation of money 
X' (due to an increase in either the quantity of money or 

C ^ its velocity of circulation), which prevents prices from 

^Frontier falling. Robbins reaches his conclusion from the assump- 

1 tion that previously the cirouit G — — ^E, was shortened 

Fig. 29. into on© single payment C — ^E, whereas how the money 

changes hands more often by passing through H. But, 
of course, one mav just as well assume that the new circuit in the home country 
is again shortenea to one single payment G — VE. We can speak of an increase 
in circulation only if we suppose that before the duty G— ^F-^E was only one 
transaction, since foreign payments did not enter into the home circulation, whereas 
after the duty the payments 0--->H‘-'>E form two transactions. It is thus a 
question of definition whether we speak of an increase in circulation or not. 

^ Indeed, it is never possible to staff a works entirely with unemployed. Certain 
skilled jobs can be performed only by men in constant practice. Such men must 
be drawn from other works. « 
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of the home-produced materials so that at least part of the demand 
for materials and other production goods may be diverted abroad. 

But it may also be true that part of the production goods now 
utilised were previously idle — for example, an existing factory 
building or an uncultivated field. 

Nevertheless, in so far as labour or other means of production 
must be diverted from other branches of home industry, there will 
be a shifting of production and this, under the present assumptions 
of relatively rigid wages and immobile labour, must result in 
unemployment ; this unemployment must be set against the 
increased employment in the protected industries. The same result 
comes about when the protected product is itself a means of pro- 
duction (for example, an intermediate good such as cloth). The 
duty raises the price of the product and this hits the next step in 
the production process (for example, the clothing industry) and 
thereby causes unemployment there. 

But in spite of these considerations it remains quite conceivable 
that, if only a new or increased duty causes workers previously 
unemployed to be absorbed in the newly-protected industries, the 
result may be a net diminution in total unemployment. In such 
a case, the magnitude of the diminution would vary with the extent 
to which the protected industries employed labour and with the 
smallness of the resulting rise in the price of the product (that is, 
with the flatness of the cost-curve). 

But does such a diminution in unemployment imply also an 
increase in the social product? That is possible, but not necessary. 
That it is possible, is shown by the following example. Suppose 
that previously 10,000 q of a good were imported. Suppose that 
now the import is restricted and the price raised by 10 per cent, 
through a duty. Suppose that the elasticity of demand is equal 
to unity, so that the total outlay of consumers remains the same, 
and the amount purchased falls to some 9000 q. The consumers 
thereby suffer a reduction in their real income to the value of some 
1000 q* ; the home production is by hypothesis increased by 9000 q. 
Of course, we must not, like Schuller, count the whole value (or 
even the whole value less that of imported materials) as a gain, 
but only that part which represents the output of previously un- 
employed workers now found employment. If, for example, half 
the value of the 9000 q goes to materials, and if of the pure labour- 
costs less than 3500 go to workers who have been diverted from other 

* For a more accurate reckoning, we should work with the difference in 
consumers’ rent in the sense defined aboye {p. 256). We could then of course 
discard the assumption that the elasticity of demand is equal to unity. But it is 
not necessary to go so closely into the matter, since we are concerned only to bring 
out the theoretical possibility (not necessity) of an increase in the social product. 
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employments, then more than 1000 can be imputed to the workers 
previously unemployed and now found employment. This is g;reater 
than the loss (of 1000 q) to consumers, so that the net result — on 
the assumption that the repercussions do not cause unemployment 
elsewhere — is an increase of the national income. Clearly, such 
a result is more likely, the greater the amount of labour (relatively 
to other factors) employed in the protected industry. 

Bat how does it come about that we reach a different conclusion, when speak- 
ing of the reabsorption of unemployed workers into the production process from 
that which we k'eached in chapter XII, § 2, when speaking of material, that is 
non-human means of production ? We there concluded that the return from a 
previously-unutilised means of production, such as a closed -down coal mine, which 
was brought once more into employment by means of a duty, could not be regarded 
as a net increase in the national income. Why should the product and the income 
of workers be treated differently from those of material means of production, 
such as a field or a factory building, the earnings of which would provide an 
income for their owners ? Is there not here a contradiction ? 

There is no contradiction. The distinction between the two cases lies in the 
circumstance, already mentioqed, that as a rule material means of production rest 
unutilised only when their price has fallen to zero, whereas labour ceases to 
render services long before its wage has fallen to zero.^ 

We can moat easily explain the consequences of this distinction if we con- 
sider, as we did on page 186, the moment in which the price falls so low, owing 
to increased foreign competition, that a diminution in production occurs in the 
home country — that is to say, the moment in which the marginal concern is 
obliged either to produce less or to close down completely. We have seen that 
this occurs when the value of the specific means of production has been written 
down to zero and when, nevertheless, the concern cannot pay the non-specific 
means of production their market-price (or, more accurately, the price which 
they could earn in another use). When in these circumstances the concern closes 
down, no loss is involved, for the specific means of production have already been 
written down to zero, so that their owners no longer have any ipcome to lose, 
while the non-specific ones by hypothesis earn their incomes elsewhere. 

If, however, the specific factors consist of workers, there is a significant loss 
at the moment when the concern is closed down. For their wages at that moment 
have not yet sunk to zero, so that their total wages are lost when the concern 
closes. The transfer to the foreign source of supply occurs, so to speak, at one 
blow. Hence there is a loss and, conversely, if the step can he avoided or retraced 
with the aid of a duty, there will be a gain. When the price of the product rises 
again beyond the critical point at which the concern can be reopened — and from 
that point upwards — the workers previously unemployed are paid CAeir old rate 
of wagee at once. In the other case, on the contrary, the price of the material 
factors has been written down to zero, so that if the concern reopens owing to a 
duty, their price begins to rise again only from the level of zero, which implies 
that the gain to the producers increases as a result of the increased price of the 
product only pari passu with the loss to consomers. 


1 his may happen in exceptional cases with material factors alee : for instance, 
wiien their owner refuses to sell their products for a very small price, waiting in 
price will rise. Nevertheless,, if his reason for refusing to sell 
^ j ***^^.^® does not repay him for his own efforts as an entrepreneuTi or 
ivoL'? sell the products his factors must be combined with others (for 

and marketing costs must be paid) and the receipts do 
<^ken this is no exception to otit general 
®ehty, in such cases his factors will be utilised unless their price sinks to 
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3. OiviM UmMPLOYMiMT^ THi Bxistbnci ot Umemplotment Relief Imfrovis 
THE Peoepbcts OF A Nbt FAVOURABLE RESULT FROM A Tariff.— For then we muet 
inclade on the credit aide of the balance^ together with the incomes of the 
re-employed workers, the unemployment refte/ saved. We have here an obvious 
case of so-called external economies. An individual entrepreneur can, by expand- 
ing his output, reduce the expensea to the community of unemployment relief. But 
he does not reckon the coat of unemployment relief in his own costs; it is a 
burden borne by the community as a whole. There is thus a discrepancy between 
what Professor Pigou calls private net product and social net product. In such a 
situation, and wjithin narrow limits, an interference with the free play of economic 
forces may be of advantage if it has the result of somehow causing the gain to the 
community to enter into the private calculation of the entrepreneur. This can 
be done, for example, by a duty or by a bounty on production. But such a 
bounty should not exceed the saving in uiiemployment relief which is in fact 
made as a result of the increase in production. 

The possibility of reducing this discrepancy underlies many schemes for 
diminishing unemployment. Although we have admitted that such schemes con- 
tain a certain amount of validity, we must, nevertheless, emphasise most strongly 
that no such scheme is really practicable. There are two reasons for this. 
First ^ such an interference can be of advantage only in those marginal cases in 
which the total subsidy does not exceed the actual saving which will be made on 
unemployment relief, and this latter is difficult to estimate. Moreover, if wages 
rise after the bounty has been granted, this condition may no longer be fulfilled 
and the bounty, therefore, no longer justified. Secondly^ the practical difficulties 
of administering such a bounty or subsidy cannot be overcome. There is not 
even a tolerably reliable method of selecting those marginal cases — and only in 
marginal cases can there be a gain — which would make a bounty worth while. 
For it is necessary to estimate the net effects upon the whole complex of economic 
activity both at the moment and in the future. Moreover, it is administratively 
impossible to restrict the bounty to those expansions of production which would 
not take place without it. 

4. The Various Types of Unemployment and the Possibility 
OP CJoMBATiNG Them BY TARIFFS. — ^Although our analyais, up to 
this point, appears to show that it is not inconceivable to diminish 
unemployment and thereby increase the social product by means of 
tariffs, nevertheless a more far-reaching study of the problem, 
which considers the various causes and types of unemployment, will 
show that — leaving aside a few exceptional cases — a favourable 
result can be expected only in the short run, so that tariffs can he 
advocated on this ground only from a very short-run, and, indeed, 
short-sighted, standpoint. 

For our purposes we can distinguish the following three types 
of unemployment: 

(a) unemployment due to friction; 

(b) unemployment due to the trade cycle; 

(c) permanent unemployment. 

(a) In every economy there is always a large number of persons 
who have been unemployed for a shorter or longer time, because 
they are treading the hard and weary path from one job to another. 
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Even in good times firms close down owing to the misfortunes or 
lack of capacity of their entrepreneurs; and works and, indeed, 
whole industries are closed down or change their location in conse-* 
quence of a shift in the demand or in the relative cost of different 
locations. Technical progress continuously brings into being new 
processes, new concerns, and new industries, thereby undermining 
the capacity to compete of the older works and throwing workers out 
of their jobs. This is sometimes called ‘ technological unemploy- 
ment.' The transition to another job, especially when it involves 
migration to another district, seldom takes place without friction 
and usually involves considerable loss and a fairly long spell 'of 
unemployment for the workers concerned. This is a temporary 
unemployment, but at every time and in every economy there are 
many such temporarily unemployed workers. 

When an industry which has to face the competition of imports 
finds itself in difficulties because comparative costs have changed 
and more of the goods are now supplied from abroad, it is clear 
that unemployment in that industry could be diminished or avoided 
by means of a tariff. Obviously only the imposition of a new duty, 
and not the continued existence of an old one, can have this result. 
Such changes are constantly taking place in every economy, how- 
ever high the protective barrier may be, and if one were to raise a 
tariff every time unemployment appeared anywhere one would incur 
lasting loss for the sake of a doubtful and temporary gain. One 
would forgo the immense gains of international division of labour 
and of technical progress for a mess of pottage. Certainly it is 
possible here and there to stop up a gap by means of a tariff. 
Indeed, this miserably short-sighted policy has long been followed 
with astonishing consistency by most of the nations of the world.® 
But such a policy involves abandoning all the fruits of technical 
progress, in so far as they can be enjoyed only through i;he medium 
of international division of labour. 

Such a policy can indeed find theoretical support when it is 
believed that the superiority of foreign countries in the production 
of a certain good or goods is of a temporary nature^ so that the 
imposition of a duty may enable the home country to avoid first 
adapting itself to this temporary situation and then going back to 
the previous position. But what is the basis of such a belief? It 
may be thought that in time the home country will attain the same 
standard of technical progress as the foreign ones. If so, and if 
it is also believed that a duty is the only available instrumenti we 
come to the ease for an infa/nt-industry duty^ discussed below in 

® If this policy is followed by many countries Rimultaneoasly, naturally no 
country can reap even a temporary gain. 
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8 5. Or it may be thought that a merely tempbrary shifting of 
demand due to a change in fashion has given foreign producers a 
momentary advantage. Such cases are conceivable. But who is 
in a position to make such a prognosis correctly? Hardly a Parlia- 
ment or a Public Department! 

(6) Cyclical unemployment accompanies those perplexing wave- 
movements of the trade cycle from which no capitalistic economy 
is free. Cyclical unemployment also can be lessened by tariffs, 
within the limits and under the conditions stated above. But the 
situation is complicated by the presence of such unemployment in 
numerous industries and countries. Here, once again, the alterna- 
tive presents itself of a lasting loss due to. the abandonment of the 
fruits of international division of labour, on the one hand, and a 
doubtful and temporary gain, on the other hand. The choice should 
not be difficult. But the fact is that every depression brings with 
it a great wave of tariff increases. With cyclical unemployment 
also, the imposition or raising of a duty, but not the mere continued 
existence of an old duty, may have some effect. It is indeed often 
contended that the separation of a country from the world economy 
insulates it from crisis. But this view will not hold water. Experi- 
ence shows that the highly-protected countries — Germany, France, 
and the United States — are no less disturbed by crises and depres- 
sions than are countries pursuing a more liberal trade policy. 
Whether a country has high or low tariffs has nothing to do with 
the acuteness of its crises and depressions. 

(c) Tariffs can possibly do something to correct permanent 
unemployment such as England, Austria, and to a less extent 
Germany have experienced since the War. But in this case also 
our previous analysis has shown that not much is to be expected. 
There is always the danger that a loophole will be made elsewhere. 
Such permanent unemployment is always the result of a marked 
increase in wages,® so that only high tariffs will have an appreciable 
effect. But this means that the unfavourable repercussions and the 
loss to consumers will be all the greater. We must also remember 
that even ' permanent unemployment ’ does not last for ever. 
Again, even if the total number of the unemployed remains con- 
stant, the composition of that total is changing all the time. The 
effort to reduce this type of unemployment by tariffs will lead to 
the continuous imposition of duties, first here and then there, so 
that very soon the loss will outweigh the gain. Finally, every 

* It makes little or oo differeoce to our analysis whether the unemployment 
arises from too hi^b a general wage-level or only from certain wages being too 
high and the dismissed workers being insufficiently mobile to transfer to other 
itHd^stries. 
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considerable increase in duties is followed by similar measures in 
other countries, and when that happens any hope of a net favourable 
effect must perish. 

If the unemployment is concentrated in the export industries, 
the situation is hopeless. This was so in England^ and, indeed, in 
most European countries during the post- War period. In such 
cases the unemployment — in so far as it is not due to purely 
national causes, notably to too high a wage-level — does not arise 
from foreign competition but from restrictions on international 
trade. ^ 

Unemployment in the export industries can never be diminished 
by a restriction of imports, for this involves a further reduction 
of exports. One often hears the view that the home market must 
benefit by the curtailment of exports, and that no account should 
be taken of further damage to exports, since in any case the move- 
ment in all countries towards self-sufficiency must kill the export 
trade. This is like advising a consumptive person to eat less 
because in any event he will get thinner. If a rigid economy is 
constrained by the protectionist policies of other countries to 
become more self-sufficient, and if its flexibility and capacity for 
adaptation are insufficient to carry through this process in a short 
time without friction, one should do nothing to increase the amount 
of adaptation which must take place. 

Up to the present we have supposed that there is unemployment 
in particular industries and that an import duty on the products of 
these industries has a direct effect in increasing employment in 
them. This corresponds more or less to the assumptions of Schfiller. 
But during recent years many complicated theories have been put 
foward in England. These do not concern the direct effects of 
particular tariffs, but the indirect effects of a general and equal 
tariff upon all imports. 

5. Tariffs as a Means of Reducing Real Wages. — Before 
England left the gold standard, in September, 1931, the opinion 
was often expressed by English, and especially Cambridge, writers 
that all imports should be subjected to a * flat tariff ' of 10 to 16 
per cent, in order to raise prices and reduce real wages* Unem- 
ployment was due to too high wages. The power of the trade 
unions prevented any lowering of money wages. Therefore, it 
was urged, some means should be found of reducing real wages — • 

* Compare, for example the Report of the (Macmillan) Committee on Finance 
and Industry, 1931, sec. lOB, p, 49 : The mass of unemployment has been, and is, 
mainly concentrated in the heavy industries, and latterly in certain textile trades, 
figure largely in our export business.*’ Cf. Beveridge, pp. 70 «< seg. 
j transport, which nave been especially hard hit in all countries 

hy the depression, belong mainly to the export industries. 
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if possible without the workers realising it.^ The devaluation of 
the pound was mentioned as a possible third course. 

The following objection must be made against this whole scheme 
of reducing real wages by tariffs/ The entrepreneurs, and 
especially those producing for export, and these were the very 
ones worst hit in England, take account of money wages and not of 
real wages. If they must continue to pay the same money wages 
for the same services as before, it does not help them at all if their 
workers find that the purchasing power of their wages has been 
reduced by a rise in prices. The situation is somewhat different if 
it is proposed to use the receipts from the import duties to remove 
certain taxes which enter into costs of production. This is a pro- 
posal for a Public Finance measure, namely, the substitution of 
indirect for direct taxes. There are certain good arguments for 
it; but we are no longer in the realm of specific arguments for 
tariffs. The case here is for a general tax upon consumption. 

6. Takiffs as a Means of Kestorimo Equil3rium: in External Trade. — ^W e 
owe to Keynes, however, a very refined version of the above theory. This version 
cannot be so easily dismissed. It demands a much fuller discussion.^ 

It is not easy to state Keynes’ argument concisely. He has given several 
versions of it, and has not infrequently changed his mind upon points of detail. 
One never knows whether a given version correctly represents his present views. 
We must also observe that, unfortunately, he very often — especially in his popular 
articles in the Ntw Siaitsman and Nation — puts forward quite superficial argu- 
ments for Protection in order to make his demand for a general tariff more 
acceptable to the general public. We shall not consider these lapses here. We 
shall restrict ourselves in the main to the exposition in his Trtatist on Monty 
and in the Macmillan Report. 

Keynes arrived at his theory as a result of his analysis of the economic diffi- 
culties of England in the post-War period, and especially after her return to the 
gold standard in 1925. His proposal to reduce unemployment by means of a 
general tariff springs from a very definite diagnosis of the economic maladies of 
England. This does not imply that there was in post-War England a very 
singular combination of circumstances, which will never be repeated. On the 
contrary, one who accepts Keynes’ views in this matter, must carefully study every 
case in which unemployment is present in an economy in order to see whether 
Keynes' assumptions about post-War England apply also to such a case. But 
of course his theory does not apply to tvtry case of unemployment. 

Keynes begins from his theoretical views, already known to us, as to the 
mechanism of international trade. In order to be in external equilibrium with 
the rest of the world, a country’s credit or debit balance on capital account must 

^ This notion for obvious reasons did not receive much public discussion. See, 
however, the article by Sir Josiah Stamp in Tht Observer (15th March 1931), 
quoted by Beveridge, p. TL. 

^ 0/. Beveridge, p. 72, and Robbins, loc. cii, 

® See the writings already mentioned of Beveridge (chap. 7), Robbins (pp. 67 

seo.) and Balogb, See also Keynes’ Treatise on MoneVy vol. 1. chap. 21, and 
voL 2, chap. 30, pp. 184 9, and the Macmillan Report, Addendum 1 (Keynes) and 
3 (Gregoryb I" Statesman and Nation for April and May 1931, will 

be found a lon^ discussion on Uiese questions, in which nearly all the English 
economists partTcipated. 
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equal its debit or credit balance on income account ; its rate of foreign lending 
must equal its foreign balance.^ A difference between these two balances cannot 
permanently exist. Such a difference can be removed only temporarily by gold 
movements. This equilibrium involves two series of conditions. The amount 
lent abroad depends on the relation between the rate of interest at home and 
abroad; whilst imports and exports depend on the relation between the price- 
levels at home and abroad (loc cit., p. 326). Keynes then gives a condensed 
account of the working of the mechanism which keeps these amounts in equili- 
brium. His account more or less coincides with that given in the first part of 
the present work. His discussion of the equilibrium relations between interest 
rates, prices, incomes, and the balance of payments adds nothing to the * pre- 
vailing ' theory which we have set out ; his far too complicated but nevertheless 
effective exposition is not in disharmony with that theory. 

What distinguishes Keynes from the orthodox writers, such as Taussig, is that 
he doubts the frictionless working of this mechanism. He believes that under 
certain conditions the transition from one equilibrium position to another is 
accompanied by painful and lasting dif&culties. These ' disequilibria ’ are none 
other than the transfer difficulties which we have considered in detail in chapter 
VII. They occur when large unilateral payments have to be made and when this 
cannot be done without worsening the terms of trade. Such a worsening of the 
terms of trade involves a reduction of wages (relatively to foreign wages), and 
if wages are rigid, this is accompanied by uuemployment. 

According to Keynes, England was in such a position froih 1925 onwards. 
The pound, which had sunk in value owing to the war-time inflation, was then 
restored to its old parity. In order to return to the pre-War parity with 
gold and with the dollar, a deflatiou of prices and incomes to the extent of at 
least 10 per cent, was necessary. The opposition to this deflation was so strong 
that wages remained too high, the balance of trade worsened, and at the same 
time the export of capital did not diminish but actually increased, because the 
home opportunities for investment were rendered less attractive by the too high 
costs. The consequence was chronic unemployment.'^ 

We must here distinguish between two different points, which are not always 
kept separate by Keynes and his followers. (1) It is, of course, not open to 
dispute that a d€flation of the home currency which is not carried through in such 
a way as to cause a reduction tn incomes does throw the rate of wages (rate of 
income), out of equilibrium and so cause unemployment. (2) But later on Keynes 
also stressed a second feature which arose from the fact that wages were above 
the equilibrium level, namely, an excessive txport of capital.^ In order to make 
possible this export, wages should have fallen still lower; and when they did not 
fall, the resulting unemployme t was greater than (1) alone would have brought 
about. 

Upon this, we may make the following remarks. In chapter VII we have set 
out the circumstances which determine whether a unilateral payment will or will 
not worsen the terms of trade. We there saw that there is no q priori reason 

* See “ The Condition of External Equilibrium in A Treatiae on Monty, vol. 

1, p. 161. 

7 Keynes is in the j)leasant position of being able to point out that he stressed 
the necessity of reducing incomes, if there was to be a return to the old parity, 
as early as 1926. See his pamphlet The Economic Conttqutneta. of Mr, Churchm 
(1925jL reprinted in his Eaaaya tn Pttammon (1931). 

® This feature has been esp^ially stressed by certain other writers. For 
example, Balogh says ; ** The disturoance of economic equilibrium iq England, 
in the accurate sense of the term, is a consequence of the tendency to lend too 
much abrcmd I’ (op. cit., p. 476). This school of thought regards foreign lending 
M a bad habit of the English, in the prevailing economic circumstances, and one 
of which they should be cured by appropriate measures, such as differential 
taxation of income from foreign investments. 
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whatever why they muet become worse. They may quite possibly improve. Indeed, 
Keynes now admits this. But he claims to have found good grounds for suppos* 
ing that in the particular case of England the export of capital would lead to a 
worsening of the terms of trade; to a transfer-loss. Yet it is remarkable that 
Keynes, who as a rule applies quantitative analysis freely — indeed, that is one 
of the great merits of his work — does not in this case attempt a statistical 
verification. No great calculation would have been necessary. It is notorious 
that during the critical period the terms of trade became more favourable to Eng- 
land (as to all industrial countries)^ : the prices of imports — raw materials and 
foodstuffs — fell relatively to the prices of exports, which consisted mainly of manu- 
factured goods. The facts reveal no transfer-loss.^ 

But since we are concerned with the general theory rather than with the 
correctness of the diagnosis of the special case of England, we will assume for 
purposes of discussion that a part of the unemployment does arise from a transfer- 
burden coupled with rigid wages. 

If unemployment exists owing to (1) and (2), then, according to Keynes, the 
following five solutions^ — excluding the natural solution of a reduction in wages, 
which he takes to be impracticable^ — are available. 

(I) An increase in the 'productivity of labour ^ due to rationalisation, technical 
progress, and so on. Of course, this would be the ideal solution. But we cannot 
rely upon its happening. 

(II) Exchange Dtprecmixon^ that is, letting the exchange value of the pound 
fall. It would have been possible to do this by devaluation, that is, by reducing 
the gold parity of the pound. This would retrace the step taken in 1925 and so 
bring English wages once more into equilibrium relatively to wages in other 
countries. This course was in fact taken in the Autumn of 1931, when England 
was constrained to leave the gold standard. The pound lost a third of its gold 
value; its exchange value in terms of the dollar fell from the old parity of 4.86 to 
3.50 in the summer of 1932. With depreciation an accomplished fact, the other 
alternatives cease to exist. Keynes himself declared in a letter published in The 
Times of 29th September, 1931 (quoted by Beveridge, p. 77), that his proposal for 
tariffs (see V below) as an alternative to devaluation could now be abandoned, 

(III) A wQTld‘Wide cheap money policy, that is to say, an internationally- 
organised credit inflation. We cannot here discuss the problem of inflation. 

(IV) Discrimination between home and foreign investment, in order somehow 
to promote home investment and thereby reduce the amount of capital exported. 
Technically, this can be done by means of an interest-premium on home invest- 
ment, or a subsidy, or public works, or by making it more difficult to lend abroad. 
We shall not discuss the grave objections to such far-reaching intervention or the 
technical and administrative difficulties of carrying it out. But we must observe 
that these difficulties are out of all proportion to the result aimed at. Let us 
suppose that it were possible, for example by an embargo upon foreign lending 
such as the Bank of England has enforced on several occasions, to reduce the 
export of capital. What would be gained thereby? The very doubtful, not to 
say imaginary, transfer-burden would be removed and so would that part of 
unemployment due to it. But this would be attained only at the cost of a 

• Cf. chap, xi, § 7. 

* It mignt, nevertheless, be urged that the terms of trade would otherwise 
have been stdl mare favourable. But that would mean that tne transfer-loss had 
been more than ‘offset by other circumstances. Another point of view is that the 
difficulties came about just because the terms of trade did not worsen. (I^t is 
the opinion of Robertson. See chap, xi, p. 158, note.) 

^ Treatise on Money, vol. 2, p. 186, and Macmillan Report, Addendum 1, p. 192. 

9 It should ha observed that Keynes has altered his opinion on this point. 
At first he considered a reduction of wages as only unlikely to occur. In Adden- 
dum 1 of the Macmillan Report he declares that it is not at all to be desired. 
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painful process of adaptation. Previously the transfer was taking place, even if 
at the cost of friction and of a transfer-loss. The economy has adapted itself to 
the existence of a continuous transfer.^ If now the export of capital becomes 
less or ceases altogether, the steps by which this adaptation was accomplished 
must be retraced. It is clear that, under the present assumptions of rigid wages 
and comparative immobility of labour, the need for such a new adaptation (or 
readaptation) would inevitably increase, rather than diminish, unemployment.^ 

(V) As a final possible means of restoring economic equilibrium without re- 
ducing money wages, Keynes suggests a general duty on imports combined with 
a general bounty on exports.^ It is his view that this would have exactly the 
same results upon the imports and exports of a country as a devaluation of its 
currency, since it would directly increase the price of all imports and produce an 
all-round increase in the receipts, measured in the home currency, from exports. 
But it would have the advantage, as against devaluation, of not reducing the 
value of external sterling debts owed to England. ^ 

How do the advocates of such a general duty on imports demonstrate that its 
effects would be favourable ? It is not easy to find the answer to this question in 
Keynes’ exposition of the scheme. (He always includes in his case for a tariff 
other arguments, which we have already considered, in addition to arguments 
relevant to the present issue.) He believes that the diminution of imports 
would not result in anything like a corresponding reduction of exports. « This, 
according to him, would be all right if England wanted to improve her balance 
of trade and to increase the gold reserve of the Bank of England. But that 
is not the aim. The improved balance should be used rather to make possible 
an expansion of credit. This would have the result of increasing the import of 
raw materials and foodstuffs (which would have involved a loss of gold, had 
there not been a simultaneous restriction of imports) or of increasing the amount 
lent abroad.^ 

Thus the tariff is to be a means of permitting a mild inflation or of avoiding 
a deflation without any reduction in the foreign-exchange value of the pound 
and without any loss of gold. It can scarcely be denied that, within narrow limits, 
this is possible. Indeed, the inflation is merely the modus operandi of the 
mechanism of international trade in response to a disturbance in the balance of 
payments. I do not question that in the short run this may produce a stimu- 
lating effect. But this stimulating effect is absolutely independent of the existence 


^ The export industries have provided the means of carrying out the transfer. 
The fact that in England the export industries were depressed is no objection 
to our theoretical conclusion. It contradicts only the diagnosis of Keynes, that 
England was suffering from transfer difficulties. 

^ We do not deny that, from a long-run standpoint, other aspects of the 
export of capital must be considered, ft is by no means certain that a con- 
tinuous export of capital raises wages. It can be argued, for example, that if 
the capital had been invested at home at a lower rate of interest, instead of being 
exported, the roundaboutness of production would have been increased at home 
and the marginal productivity of labour and therefore its wage is thereby raised. 
On the other hand — and especially sub specie cstemitatis — ^ihe economic development 
of the newer countries which is made possible by the ex|^ri of capital is, of 
course, of great significance to the capital exporting countries thems^ves. 

B He adds the suggestion of an export bounty in addendum 1 of the Mec- 
millan Report. The immediate consequence of such a policy would be that eveiy 
country would im(&se additional compensatory duties upon imports from England. 
Thus, the effect would be a subsidy to the whole world from the pocket of the 
English taxpayer. 

^ Compare B. Whale, International Trade (Home University Library, 1932). 

® See the Macmillan Report, p. 201, and Balogh, op. ci/., p. 476, 

• MwaniUBn Report, p, 201. b > 

See chap, xv, § 2, and the reference# there given. Of. also Balogh, loe. eit., 
p. 476. 
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or non-existence of a previous transfer-burden. The complicated form in which 
Keynes presents his theorem is therefore quite superfluous. 

The influence of the imposition of the tariff on the unemployment situation 
in England was probably not very great compared with the influence of the 
depreciation of the pound. If it were possible to calculate the adverse influence 
which both measures had through fostering throughout the world an unpre- 
cedented orgy of Protectionism » contributing markedly to the monetary chaos and 
thus depressing gold prices everywhere, one would probably arrive at a negative 
figure for the net effect. 

7. Summary. — ^We may draw the following conclusiona. If the 
unemployment is general and enduring^ then either the wage-level 
must be reduced or one must wait until technical progress enables 
the marginal productivity of labour to catch up with the unduly 
high wages — if one can not or will not make the suit small enough 
to fit, one can only hope that in time the body economic will grow 
large enough to fill it. If the unemployment is of a cyclical nature, 
it will disappear if a change in economic conditions brings about a 
recovery, but recovery may be delayed indefinitely if it is not 
aided by wage-reductions. The final case is that in which there 
is unemployment only in one particulcur branch of industry. Here 
the best course is to wait until the transition to full employment 
comes about without intervention, or possibly to assist the unem- 
ployed, for example by training them, to find jobs elsewhere. But 
to use the dynamite of tariff increases against the less pleasant 
aspects of economic progress is to destroy economic progress itself. 

S 4. The Import of Means of Production as a Result of a 

Tariff. 

At the close of $ 2 of the present chapter we saw that Schiiller 
contests the central thesis of Free Trade doctrine, namely, that 
tariffs always produce only an irrational shifting of production and 
never an increase in the social product. His objection was that it 
is not true to assume that the available factors of production are 
given and fixed in quantity, and that they cannot be increased by 
tariffs. He contends that they can be so increased in two ways. In 
the first place, tariffs may cause home means of production pre- 
viously idle to be utilised. This has been discussed in the previous 
pages. In the second place, tariffs may attract means of production 
from abroad. ** The labour force of a country is not fixed in sise 
■ . . since the number of its workers can be increased by immigra- 
tion and diminished by emigration.” Equally incorrect is the 
view that the size of the home production is limited by the amount 

SchiiUer, loc. cit, p. 79. 

K 
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of existing capital. If favourable openings for capital are avail* 
able, capital flows in from abroad. In spite of the difficulties 
which accompany a migration of capital, a considerable quantity 
does in fact migrate (p. 81). The same argument is given by 
Ashley. “ Adam Smith argued that protection could only divert 
capital from one industry to another; the Protectionist can reply 
that in many instances it has attracted capital into the country.”^* 
Ashley then gives a list of cases in which tariff increases in America 
have induced English firms to establish branches there. 

The facts on which this argument is based are not open to 
question. Thousands of cases bear witness that the imposition or 
raising of tariffs may lead to an import of capital. It may be that 
foreign firms set up branches (so-called tariff factories) within the 
tariff wall, and to that end bring w^orkers and machinery into the 
country. Or it may be that the establishment of new works, 
whether staffed by home or by foreign workers, is financed by 
foreign capital.^ Very often negotiations are carried on, before 
the imposition of a new duty, with the foreign producers, and they 
agree to set up a factory when the duty is imposed.^ 

But it by no means follows from these facts either (a) that a net 
additional import of capital takes place, and that as much or more 
capital is not exported or lost as is imported, or (6) that even when 
a net import of capital does occur, the amount of the social product 
available for the inhabitants of the country is increased. Indeed, 
the following analysis will show that the latter is definitely not 
the case. 

Let us suppose that a duty is placed upon a finished good, let us 
say cotton cloth, which was previously imported, and that the duty 
is high enough to bring into being home production and to diminish 
imports. The duty causes a shift in the location of industry from 


Tkt Tariff Probltm (1920), 4th edn., p. 78. Compare the trenchant criticism 
by Pigou in Protectivt and Prtftrtntxad Im'port Duiits (1906), pp. 912 (reprinted 
1935). This argument of Schuller and Ashley is not new. It is found, for example, 
in tile famous “ Report on the Subject of Manufactures/’ written in 1790 by 
Alexander Hamilton, WashinKton's Secretary of the Treasury who inaugurated the 
Protectionist policy of the United States. This model of Protectionist literature 
is reprinted in Taussig : State Papers and SpetchtB on the Tariff (1893), pp. 1 
et Btq, Now reprinted also in Papers oh FMic CVeuU, Oommerce and Finance oy Alex- 
ander Hamilton, New York, 19S4. 

1 A good analysis of this train of events is given by Mackenroth, " Zollpolitik 
und Produktionsmittelversorgung ” in W eltwirUchaftlicheit Archiv (Jan. 192^, vol. 
29, pp. 93 et seq. 

2 In recent years in certain countries it has increasingly become the custom, in 
cases where there exists already an industry within the country, to prevent foreign 
Arms from establishing factories subsequent to the restriction of import. In 
Austria, e.^., the importation of textile machinery has been prohibited. The 
official reason is that " overproduction ” should be avoided. The real motive is 
not to disturb the monopolistic exploitation of the domestic market by the existing 
firms. 
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foreign countries to the home country, and this shift is associated 
with an import of capital* Let us begin with an extreme case. Let 
us assume — to take a conceivable though improbable case — that all 
the means of production are imported from abroad. Then the result 
of the duty is that the industry has been diverted from its most 
favourable locations. Means of production are now imported in 
place of the finished product. The price of the latter rises, because 
the conditions of production are less favourable at home ; plant and 
equipment must be installed which were already available abroad, 
transport costs will rise, and so on. The social product and the real 
income of consumers have diminished. There is no gain to set 
against this loss, although capital, perhaps in considerable 
quantity, has been imported. The form in which the import of 
capital takes place is immaterial. The means of production may 
be continuously imported or, through an issue of shares abroad, a 
large once-for-all investment may be made and the necessary 
machinery, materials, and workers imported with the proceeds. 

Let us now pass from this extreme case to the typical case, 
in which only a part of the capital goods is imported, to be com- 
bined with home factors of production. In real terms, the follow- 
ing happens. Machinery, raw materials, intermediate products, 
and labour power are supplied from abroad either as a once-for-all 
investment or continuously, year by year. At the same time, home 
machinery, raw materials, intermediate products, and labour power 
are withdrawn from other uses, and so the new concerns are 
installed and kept going,® 

How is the import of capital financed? The financing of the 
stream of current supplies presents no problem : raw cotton, or 
yarn, and so on are imported instead of cloth. The financing of 
the installation of the works, with their plant and equipment, may 
take place in various ways with either home or foreign capital. 
But there is a definite probability, especially if the industry is new 
to that country, that this will be financed by foreign producers, 
since they will be better acquainted with the kind of plant and 
equipment they need and with the firms which supply it and will 
be in a better position to get the necessary credit. Whether the 
foreign capital is provided by an issue of shares, or by the foreign 
producers themselves, or in some other way, there will be, first, an 
increase of imports and, later, spread over a series of years, an 
increase of exports. The increase of imports may come about 

3 If unemployment prevails, and this fact is most stressed in the argument, 
we come back to the reasoning of the previous section. As w'as shown earlier, 
the presence of unutilised means of production other than labour does not affect 
the argument at all. 
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because the uew capital is used directly to import means of pro- 
duction or may come about through the usual working of the 
transfer-mechanism. The import of capital leases a long-lasting 
impression upon the balance of payments^ owing to the subsequent 
interest and amortisation payments which must be made upon it. 

We are now in a position to draw conclusions as to the influence 
of this whole chain of events upon the social product. Without 
doubt, the supply of goods has suffered in that the price of the pro- 
tected commodity has risen, so that less of it will be consumed 
than before. Is there any gain to set against this loss? The 
imported means of production must be paid for just as the pre- 
viously imported finished products had to be paid for; if they are 
supplied on credit, interest on the foreign advances must also be 
paid. Such home means of production as are attracted into the new 
industry must be drawn away from other industries, and, finally, 
from the export industries. Since imports have fallen, exports also 
must fall.^ Upon this transfer of resources from the export indus- 
tries to the protected industries, nothing need be said here, since the 
discussion in chapter XII, § 2, and in § 3 of the present chapter, 
applies directly to it. That discussion showed that the consequence 
could be only an irrational shifting, and not an increase, in home 
production. 

It is probable that the import of capital for certain purposes 
may be at least partly offset by the export of other capital. For if 
the export industries are depressed, the value of their specific 
factors, which cannot be put to other uses, will fall, and they will 
tend to migrate abroad- This tendency may be strengthened by 
a corresponding shift in foreign countries. 

These considerations throw a further light upon the problems 
discussed in the previous section. They explain how the imposition 
of a tariff can have at first a favourable effect upon unemploy- 
ment. For the favourable effects of a new tariff all display 
themselves at the outset. If there is an import of capital, and 
new investment, this makes possible increased activity. The import 

^ The origiqal import of capital goods does not at once induce a correaponding 
^port. For we have assumea that this import represents a loan from abroacT 
The corresponding exports will be spread over a number of years, during which 
interest and amortisation are paid upon the loan. The value of the total imports 
of means of production for the manufacture of the commodity is less than the 
value of the commodity previously imported, since the quantity of the product 
^nsumed is now less and a part of the means of production is provided at home. 
At the same time, an exception to this rule is conceivable, (iiven an inelastic 
demand and a sharp rise in price it may happen (if, for example, the home condi- 
tions of production or freight charges are very unfavourable) that the value of 
the imported means of production will exceed the value of the amount of the 
commodity which was previously imported. A duty which had such an effect 
would be quite clearly irrational in the highest degree, so that we need not 
further concern our.selves with such a case. 
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of capital improves the balance of payments/ gives more scope for 
a riskless expansion of credit, and strengthens the inflationary effect 
of the tariff/ But this stimulating influence must very soon dis- 
appear, and there will remain only the harmful effects of the tariff 
— ^the permanent penalising of consumption by higher prices and 
the injury to the national income. 

Nearly every country has for 5^earB been under the spell of 
this economic morphinism. In one place after another the body 
economic has given itself an injection by imposing or increasing a 
tariff; the doses have become larger and larger; the volume of 
international trade has dwindled, the international division of 
labour has been curtailed, and the general welfare has diminished. 

The effects of tariffs resemble those of many other phenomena 
in that the favourable aspects are concentrated in one place and can 
be seen plainly, whereas the other aspects are more diffused over 
the economy and extend over a longer time. They, too, can indeed 
be seen plainly, but their causes can be understood only by means 
of a theoretical analysis. 

The following question remains. Granted that tariffs are un- 
likely to increase the income of the home population by attracting 
factors from abroad, may they not be a means of increasing that 
population and of making it greater than it would be under Free 
Trade P Beyond doubt it is possible, in certain circumstances, for 
protected industries to attract workers, especially business men, 
from abroad or to prevent them from emigrating. This may result 
in a net increase in the total population, but it will certainly not 
result in an increase in the social product per head of the population 
residing in the country before the protection was imposed. On the 
contrary. The average real income per head diminishes, and this 
diminution must cause a tendency to emigration rather than to 
immigration. In general, and in the long run, tariffs are not a 
suitable means for increasing the capacity of a country to maintain 
population. 

Nevertheless, it may be possible by means of tariffs, or of sub- 
sidies in some other form, to overcome the frictional resistances 
against the immigration of particular categories of workers. These 
frictional resistances consist not so much of the money costs of 
moving as of the pull of associations and traditions, which may 
prevent a worker from emigrating although the wage-difference 
would more than cover his expenses of moving. 

But this is a phenomenon which falls outside the field of 

^ But only when it takes the form of a foreign issue of shares and not of a 
direct import of resources in natura, without the aid of the transfer-mechanism. 

^ Of , chap. Jcv, § 2. 
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equilibrium analysis. It is a phenomenon of development, to be 
considered in connection with the infant-industry argument for 
tariffs. 


§ 5. Infant-Industry Tariffs. 

1. Hamilton and List. — The infant-industry argument for 
tariffs was clearly formulated as early as 1790 by Alexander 
Hamilton in his Report on Manufactures (pp. 29 et seq.). His 
ideas enjoyed great popularity in America, where they were further 
developed by IT. C. Carey and others. Later they were brought to 
Germany by Friedrich List. In his celebrated National System of 
Political Economy he expounds and popularises them with weari- 
some verbosity and a vast display of historical ‘ illustrations/ List 
was in principle a Free Trader. He realised the advantages of 
international division of labour. He rejects without hesitation 
tariffs to preserve certain sections of the economy from the growth 
of foreign competition, and especially tariffs upon raw materials 
and foodstuffs. 

" With regard to the interchange of raw products, the [classical] school is 
perfectly correct in supposing that the most extensive liberty of commerce is, 
under all circumstances, most advantageous to the individual as well as to the 
entire State. One can, indeed, augment this production by restrictions; but the 
advantage obtained thereby is merely apparent. We only thereby divert . . . 
capital and labour into another and less useful channel.^ To promote the home 
agriculture by protective tariffs is a bad beginning,® 

“ But the manufacturing productive power, on the contrary, is governed by 
other laws.^ The school fails to perceive that under a system of perfectly free 
competition with more advanced manufacturing nations, a nation which is lesa 
advanced than these, although well fitted for manufacturing, can never attain 
to a perfec|t.ly developed manufacturiug power of its own . . . without protective 
duties. 1 

“ The reason for this is the same as that why a child or a boy in wrestling 
with a strong man can scarcely be victorious or even offer steady resistance. The 
manufactories which constitute the commercial and industrial supremacy (of Eng- 
land) have a thousand advantages over the newly-born or half-grown manu- 
factories of other nations. The former, for instance, can obtain skilled and 
experienced workmen in the greatest number and at the cheapest wages, the best 
technical men and foremen, the roost perfect and the cheapest machinery, the 
greatest benefit in buying and selling advantageously; further, the cheapest means 
of transport, as respects raw materials and also in respect of transporting goods 
when sold, more extended credit for the manufactories with banks and money insti- 
tutions at the lowest rates of interest, greater commercial experience, better tools, 

7 The National SyBttm of Political Economy^ translated by Sampson S. Lloyd, 
M.P. (1885), p. 217. 

® This sentence is on p. 54 of the (1030) German text, in italics. It is not 
in the English translation, since this gives only extracts from the Preface (in 
which it occurs). There has been mucn dispute as to whether List favoured or 
opposed import duties on grain. 

» Ihid.^ p, 217. 

» /6id., p. 316. 



PARTICULAR ARGUMENTS FOR TARIFFS 279 


buildings, arrangements, connections, such as can only be acquired and established 
in the course of generations; an enormous home market . . . ; and consequently 
possess a guarantee for the continuance of their business and abundant means to 
sell on credit for years to come in the future, if it is required to acquire the 
control of a foreign market.”* “It is (as a rule) incomparably easier to perfect 
and extend a business already established than to found a new one. We see 
everywhere old business establishments that have lasted for a series of generations 
worked with greater profits than new ones. We observe that it is the more difficult 
to set a new business going in proportion as fewer branches of industry of a 
similar character already exist in a nation ; because, in that case, masters, fore- 
men, and workmen must first be either trained up at home or procured from 
abroad, and because the profitableness of the business has not been sufficiently 
tested to give capitalists confidence in its success.”^ 

List stresses the advantages in culture and character which 
industrial occupations bring to a nation. In a country devoted 
to mere raw agriculture, dullness of mind, awkwardness of body, 
obstinate adherence to old notions, customs, methods, and pro- 
cesses, want of culture, of prosperity, and of liberty, prevail.^ This 
condition of things is entirely changed ... by establishing a 
manufacturing power . . . the mental, moral, and physical stag- 
nation of the population is broken up.° Manufactories and manu- 
factures are the mothers and children of municipal liberty, of 
intelligence, of the arts and sciences, of internal and external 
commerce, of navigation and improvements in transport, of civilisa- 
tion and political power.’'® 

Thus List arrives at the conviction that every ‘ suitable ’ nation 
can reap an advantage, at a certain stage in its cultural and 
economic development, by fostering manufacturing, until it reaches 
large proportions, through protective tariffs. But the tariffs should 
be only temporary. They should be removed after they have per- 
formed their function of ‘ nursing,’ and have built up a supply of 
skilled workers, technicians, and entrepreneurs, and have enabled 
a number of industries to become established and able to stand upon 
their own feet. 

List is aware that such a policy involves abstinence and loss in 
the immediate future. The nation must sacrifice ... a measure 
of material prosperity in order to gain culture, skill, and powers of 
united production; it must sacrifice some present advantages in 
order to. insure to itself future ones.^ It is true that protective 
duties at first increase the price of manufactured goods; but it is 
just as true^ . . . that in the course of time, by the nation being 
enabled to build up a completely-developed manufacturing power 


2 Ihid., 


pp. 


299 300 . 
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of its own, these goods are produced more cheaply at home than 
the price at which they can be imported from foreign parts.''* 
The present burden represents an investment of ‘ nursing capital ' 
which in a later generation will yield fruit to the nation at com- 
pound interest. 

List warns us that this capital should not be invested in the 
wrong way. 

“ Measures of protection are justifiable only ... in case of nations which 
through an extensive and compact territory, large population, possession of 
natural resources, far advanced agriculture, a high degree of civilisation and 
political development, are qualified to maintain an equal rank with the principal 
agricultural manufacturing commercial nations. It may in general be assumed 
that where any technical industry cannot be established by means of an original 
protection of 40 to 60 per cent, and cannot continue to maintain itself under a 
continued protection of 20 to 30 per cent, the fundamental conditions of manu- 
facturing power are lacking. ^ 

List's exposition of these ideas, which are certainly very valu- 
able and cannot be rejected out of hand, is unfortunately mingled 
with great exaggeration and gross Protectionist fallacies. It is also 
mingled with bitter and quite superfluous attacks upon the classical 
economists. He opposes his doctrine of ' productive powers ’ to 
their ' theory of exchange value ' and the national system to their 
‘ cosmopolitan doctrine.’ 

2. John Stuart Mill. — A more precise and correct formula- 
tion of the infant-industry notion, and one which at the same time 
shows that it is not inconsistent with classical and modern theory, 
is given by the Free Trader John Stuart Mill.® This illustrates 
the correctness of Viner's remark that all economically tenable 
arguments for tariffs come from Free Traders. Mill writes : 

'* The only case in which, on mere principles of political economy, protecting 
duties can be defensible, is when they are imposed temporarily (especially in a 
young and rising nation) in hopes of naturalizing a foreign industry, in itself 
perfectly suitable to the circumstances of the country. The supdriority of one 
country over another in a branch of production often arises only from having 
begun it sooner. There may be no inherent advantage on one part, of disadvan- 
tage on the other, but only a present superiority of acquired skill and experience. 
A country which has this skill and experience yet to acquire, may in other 
respects be better adapted to the production than those which were earlier in 
the field : and besides, it is a just remark of Mr. Bae, that nothing has a greater 
tendency to promote improvements in any branch of production than its trial 
under a new set of conditions. But it cannot be expected that individuals should, 
at their own risk, or rather to their certain loss, introduce a new manufacture, 
and bear the burthen of carrying it on until the producers have been educated 
up to the level of those with whom the processes are traditional. A protecting 

p! 145. 

9 Ihid,, p. 309 

* Ibid,, p. 313. 

2 Principte$, Bk, 5, chap, x, § 1. Mill wrote after List— the first edition of 
the PfincijSlBs was in 1848 — ^but was influenced by the Americans and not by List. 
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duty, continued for a reasonable time, might sometimes be the least inconvenient 
mode in which the nation can tax itself for the support . of such an experiment. 
But it is essential that the protection should be confined to cases in which there 
is good ground of assurance that the industry which it fosters will after a time 
be able to dispense with it; nor should the domestic producers ever be allowed 
to expect that it will be continued to them beyond the time necessary for a fair 
trial of what they are capable of accomplishing." ^ 

Since Mill gave it his approval, the infant-industry argument 
has been accepted in principle by many Free Trade economists.'* 

3. Criticism. — Taussig observes that the infant-industry 
argument, in contrast to other arguments for tariffs, bears fairly 
well the test of a critical analysis. The possibility, asserted by 
Hamilton and List, that a tariff may help an industry to survive 
the weaknesses of infancy, is not to be disputed. But it is very 
difficult to lay down general rules for ascertaining when such a 
possibility is in fact present. Only an examination of concrete 
cases can throw any light upon the matter. And, indeed, Taussig 
has written a large volume — Some Aspects of the Tariff Question — 
in which he examines the effects of a number of American tariffs 
(upon iron and steel, sugar, silk, rayon, and cotton) in order to see 
whether or not they have proved to be successful infant-industry 
tariffs. 

The difficulty of such an examination is due, on the one hand, 
to the fact that the experiment of an infant-industry tariff is seldom 
or never brought to a conclusion. Nearly every industrial tariff 
was first imposed as an infant-industry tariff under the promise that 
in a few years, when the industry" had grown sufficiently to face 
foreign competition, it would be removed. But, in fact, this 
moment never arrives. The interested parties are never willing to 
have the duty removed. Thus temporary infant-industry duties are 
transformed into permanent duties to preserve the industries they 
protect. Even if a part of the industry does become able to stand 
upon its own feet, there will always be in addition less efficient 
concerns which have come into existence behind the shelter of the 
duty and which would disappear were the duty removed. More- 
over, even industrialists who could survive quite well under Free 
Trade strongly oppose the removal of the duty, either because they 

3 Ashley’s ed., p. 922. 

^ Among these we must first name Marshall The argument inevitably made a 
fecial appeal to him owing to his predilertion for the phenomena of "economic 
development. See numerous references in Afoney, Credit and (^ommercf' and in 
industry and Trade. See also his M^niorandum on Fiscal 7\)hcy m the Ofpeiat 
Pajisrs. Pigou remarks : "of the formal validity of List’s argument there is no 
longer any dispute among economists " {Protective and Preferpntml Import 
p. 13)', gee also Taussig, Bon\e Aspects of the Turiff Qurstit^h, 3rd edn., 
ii, and Free Trade, The Tariff and Peciprority, 16 ft skj ; Ropke, /or. 

p. 67; C/lark, Essentiah of E\ionomic Theory, p, 522 
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wish to continue making monopolistic profits under its protection 
or because they feel they may need it if foreign competition becomes 
keener. (Hence the fact that an infant-industry duty is not subse- 
quently removed, as promised, does not prove that it has not in 
part fulfilled its purpose.) 

The difficulty of such an examination is due, on the other hand, 
to the fact that even if a duty does create an industry which 
after some time can survive without it, and it is known for certain 
that this industry would not have come into existence without the 
duty, its capacity to survive is no proof that the duty has been 
advantageous. Suppose that a duty is imposed and that 
this causes much fixed capital to be installed, buildings to be 
erected, means of transport to be provided — in a word, causes what 
Wicksell calls ' Rent-Goods ' to be produced. Then it is possible 
that, even if the duty is removed, the industry will continue to 
produce, since much of the equipment and so on may be too specific 
to be put to other uses. Nevertheless, capital will have been lost, 
and must be written down in value. In such a case the duly will 
not have been advantageous. 

But in this matter I cannot go all the way with Robbins,^ who 
considers such an investment to be justified only when it yields 
compound interest at the prevailing rate. (The same applies to the 
‘ nursing capital ' of List, which is invested by the present genera- 
tion in the form of higher prices and bears fruit in the future, 
when the * nursing * has been successful, in the form of increased 
income due to the improved intelligence and skill of the popula- 
tion.) This involves somehow weighing against one another the 
burden and the gain of two generations. Such a valuation cannot 
be based upon the market rate of interest. The test of the rate of 
interest is relevant in this connection only upon the assumption 
that the invested capital would otherwise have been invested more 
profitably and would have yielded more benefit to future genera- 
tions, But if it would have been consumed, and not invested at all, 
the test of the rate of interest has no application. 

This discussion shows how very complicated the whole question 
18 Those who are perpetually advocating infant-industry duties 
usually have no notion of those difficulties. They believe that they, 
or others, are in a position to measure correctly and concretely 
the various elements of the problem and so to strike a balance of 
gain or loss. 

Some hold the view that infant-industry tariffs are unnecessary, 
since private enterprise will of itself perceive and utilise favourable 

“ Nf)tes on Some Arguments for Protection *' in Economica (Feb. 1931), p- 
footnote 3. 
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openings for production. In favour of this view is the fact that 
again and again without any Protection quite new industries have 
been set up in a country, when the conditions of production have 
been favourable and such other conditions as security and main- 
tenance of law and order have been present. This is especially 
true of the great international migration of capital in modern times. 
The great Free Trade area of the United States affords very instruc- 
tive instances. A powerful centre of industry was established in a 
relatively short time in the Middle West, without any protection 
from the established industries of the Atlantic States, although 
the latter enjoyed all the advantages enumerated by Hamilton and 
List. The same thing happened in the South, where, for example, 
a great cotton industry was set up, owing to the conditions of pro- 
duction and especially the supply of labour being favourable, 
despite the keen competition of the New England States. Thus 
favourable conditions of production were seized upon by private 
initiative although, as Taussig points out,® they could be fully 
utilised only after a preliminary period of experiment and 
uncertainty, during which the established industries enjoyed all 
the advantages against which Protection is alleged to be necessary. 

The advocates of the infant-industrj" notion usually have in 
mind the creation of a supply of skilled workers. The view^ is often 
expressed that some branch or other of industry will not flourish 
in a country, because the supply of skilled workers is not great 
enough, although all other conditions are favourable. It is said 
that in such cases private initiative fails to take any action. It 
fails not only when the capital invested wmiild not yield the pre- 
vailing rate of interest, but also — it is said — in some cases when 
the investment in itself would be profitable. The argument is that 
the investor is not certain of getting the fruits of his investment. 
Nobody guarantees him that his workers, after becoming skilled 
through practice, would not leave him for a competitor who paid 
them better or would not demand increased wages, so that the 
fruits of his ‘ nursing ’ would be taken from him. This would be 
a case of th^ improvement of a factor of production, namely 
Labour, which cannot he appropriated by the entrepreneur. Such 
an improvement — apart from the difficulty of forecasting its value 
— would not enter into the monetary calculntioiis of the entre- 
preneur; it would be an external economy. The same notion 
applies to other similar situations — for example, to the overcoming 
of a rooted but irrational preference of the public for a foreign 
brand of a certain commodity. 


® f*rtt Trade, The Tariff and Reci^roatij, p. 21. 
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But we must remember that the infant-industry duty yields no 
advantage if it merely leads to workers being trained in an employ^ 
meut in which their productivity is only equal to what it was pre- 
viously, elsewhere — as may quite easily happen in an industrial 
country with a large number of trained workers. An increase in 
the social product comes about only if the ' nursing * attracts 
workers from employments where their marginal productivity was 
smaller. We have here the ‘ dynamic ’ argument for tariffs upon 
which the theory of Manoilesco is based7 

It is at least certain that in a modern industrial country, well 
supplied with skilled workers, trained technicians, and enterprising 
leaders of industry, a duty can be said to fulfil a ‘ nursing ' 
function only in exceptional cases. Or does one really believe 
that the German Steel Trust is to be regarded as a ' tariff baby ’ — 
it certainly requires enough nursing — and that the duty on benziue 
' nursed ' into existence the German Dye Trust? The * nursing ’ 
function of duties on finished goods would, of course, be nullified 
by duties on foodstuffs and raw materials. Hence the all-embracing 
tariff walls of today cannot be justified by any infant-industry 
argument. 

When Protectionists speak of the ‘ nursing ’ function of a tariff, 
they often have in mind the advantages of mass-production which 
it would make possible, and the law of decreasing costs. This we 
have already discussed in § 4 of chapter XTI. We there pointed 
out that the appropriate analytical tool with which to examine 
such consequences, alleged to be due to ‘ nursing,’ is the concept of 
‘ external economies.’ We also showed how vague, muddled, and 
doubtful these alleged possibilities are, so that arguments for 
tariffs based upon them belong to the curiosa of theory rather than 
to a practical economic policy. 

Anyone who bears all this in mind must surely agree with Ropke 
that it is doubtful whether a rational infant-industry duty has ever 
existed. In practice the infant-industry argument is nearly always 
a mere pretext. The Protectionists start from a false or grossly 
exaggerated account of the available possibilities, so that those rare 
cases in which a duty might possibly be advantageous, are never 
properly discussed.® 

^ ('f. thap. xii, § 3 

® Marshall tells how he was disillusioned when he studied the practice of 
tariff policy in America : “I for one was bo much impressed by those arguments 
of ( arfv and his fr.llowerB . . that I went to the Uniled States in 1875 to study 

the problems of national industry and international trade from the American point 
of view; and I was quite prepared to learn, not, indeed, that the American 
system was a^licable to England, but that it might contain ideas capable of 
adaptation to English conditions. 

' I came hack convinced that a protective policy, in fact, was a very different 
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If, however, it is believed that these rare cases can always be 
detected, it is difficult to see why the industries in question should 
not be encouraged by a public subsidy instead of by a duty. As 
Mill emphasised, the former is much more rational, as the publicity 
enables everyone to realise what the cost is and lessens the danger 
that the protection will become permanent. Certainly in the case 
of ' forced saving/ mentioned above, a duty — owing to the difficulty 
of predicting its repercussiona — is not the most rational method of 
taxing the present for the benefit of the future.^ 


§ 6. The DiiNGERs or an Unbalanced Economy which Exports 

Manufactures. 


1. Statement of the Argument. — In the second half of the 
nineteenth century Germany ceased to be a grain-exporting country 
and became a grain-importing country. This was the result of 
her very rapid industrial development, so much desired by List, 
and of the appearance of cheap corn from overseas, and especially 
from America, upon the European market. Germany was faced 
with the choice of following in the footsteps of England, sacrific- 
ing part of her agriculture to overseas competition, and becoming 
overwhelmingly industrial, or, on the other hand, of arresting this 
development by applying the brake of agricultural tariffs. The 
great influence of the big Prussian landowners was responsible for 
the decision she took. As Max Weber says (loc. cit., p. 110) 
Germany was Free Trade so long as the big Prussian landowners 
were Free Trade, so long as their motto— which one of them coined 
— was: “ I am a conservative and for that reason I am a Free 
Trader she adopted tariffs at the moment when the march of 
events caused the big landowners to turn Protectionist. 

Although she changed over to Protection in 1879, her develop- 
ment as a country exporting manufactures was not arrested. Her 
agricultural population fell from 47.3 per cent, of the total in 1871 


thing from a protective policy as painted by sanguine economists, such as Carey 
(we can add : and List) “ . . . who assumed that all other people would be as 
upright as they know themselvee to be, and as clear-sighted as they believe them' 
selves to be. I found that, however simple the plan on which a protective I^li^ 
started, it was drawn irresistibly to become intricate, and to lend its chief aid to 
those industries which were already strong enough to do without it. In becoming 
intricate it became corrupt, and tended to corrupt general politics. On the whole, 
I thought that this moral harm far outweiahed any small net benefit which it 
might be capable of conferring on American industry in the stage in which it was 

•'Subsequent observation of the course of politics in America and elsewhere 

has strengthened this conviction.’* , . ... 

® In pre'War Hungary industries were encouraged systematically and wi^ 
success (but hardly with advantage) without tariffs. Hungary was prevented by 
her agreement with Austria from erecting a tariff barrier against the more 
efficient Austrian industries. 
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to 40 per cent, in 1882, 33.6 per cent, in 1895, 27.1 per cent, in 
1907, and 23 per cent, in 1925. Her export of manufactures rose, 
as did her import of foodstuffs and raw materials. Many Germans 
viewed with concern the growing dependence upon other countries 
for raw materials and foodstuffs. The discussion^ about this became 
most intense around the turn of the century, especially in the 
writings of Oldenburg, Pohle, Wagner, Dietzel, and Brentano. 
Thenceforward pessimistic prophecies as to the ultimate result of 
this dependence, which continued to grow in spite of the tariff, 
did not cease. The movement for Autarchy, which has become so, 
prominent in recent years, has taken over the arguments off 
Oldenburg and Pohle and Wagner, although it presents them in 
a crude and unscientific form. 

What are the dangers associated with a growing export of manu- 
factures? (a) One is supposed to lie in indnstridltsnfion as such. 
Oldenburg, for instance, depicts a rural idyll disturbed by 
capitalistic and industrial development.^ This question has only an 
indirect connection with the theory of international trade, and will 
not be examined here. We may point out, however, that those 
who are hostile to industry are diametrically opposed to List. 

(6) This development is said to he especially dangerous in view 
of the possibility of war. First, the rural population supply the 
backbone of the army and are alleged to make far better soldiers 
than the flotsam of the cities. Secondly, a country which gets much 
of its food and raw materials from overseas can easily be reduced to 
submission by a blockade. Again, we shall not discuss this ‘ non- 
economic * argument, 'beyond pointing out that a modern war 
demands complicated machines as well as men and that the former 
can be supplied in sufficient quantities only by highly-developed 
industries. 

(c) But this development is said to be had even from a purely 
economic standpoint. Here the danger, best stated by Pohle, is 
that sooner or later it must be reversed. The German economy 
comes more and more to resemble a structure which is built not 
upon its own ground but largely upon the uncertain foundations 
of imported raw materials and foodstuffs. The time must come 


1 From tlie Free Trade point of vjcw, see the writings of H. Dietzel, “ Agrar- 

Lind Industrieslaat ” in HrinduoTffrhiich der Stanlsv issenschafttn (2nd and 3rd 
edns.), W vlftfnrtschQft mid VoU'i^irDliichajt (1900), Bedeutft der Export von 
pTodukt ionumiitdn volkswirtschaftlichen Sdhstmordf (1907). The case for Pro- 
tection was presented by Pohle, Devtschland am Schetdewetje (1902); Oldenburg, 
Vhet Dnutschlond ah Indusi rif-ataat tipeoch before the 8, Evangehschsozialer 
Kongress (1897) (see, however, the effective answer of Max Weber, loc. Ad. 

Wagner, A^jrar- vnd Ifidudrifstant, 2nd edn. (3902). 

2 vSimilarly Meline. Ihtour n to Terre (1905), and against this thesis Brentano, 
Die Schrecken dcs vheririegenden Indvstriesiaates. 
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when this flimsy structure will be overturned. The countries 
which today specialise in the production of foodstuffs and raw 
materials want to have their own industries. Their populations 
are rapidly increasing. As time goes on, their export surplus of 
foodstuffs and raw materials must diminish, while simultaneously 
their increasing tariff walls will curtail the export of manufacturers 
by the older industrial countries. Hitherto it has always been 
possible, when one foreign source of supply tended to dry up, to 
replace it by another. Thus England obtained her grain in the 
first half of the nineteenth century from Germany; then Russia 
rejjlaced Germany; then came the United States as a source of 
supply, and, finally, Canada and the Argentine. But sooner or 
later all such countries will become industrialised, and then the 
older industrial countries will have to face a catastrophic reversal 
of their previous development. It is relatively easy to absorb 
people from the country into the cities. The opposite process is 
extremely difficult, if not impossible. Experience shows that after 
two generations of city life industrial workers are neither physically 
nor mentally suited for agriculture. 

A. Wagner underlines this prognosis by referring to the popula- 
tion question. Following Malthus, he fears that the improved 
standard of living of the masses, arising from industrial develop- 
ment, must lead to a great increase in population. The inevitable 
return to a more self-sufficient economy, with a smaller capacity 
to support population, will thus be all the more painful. From 
this train of thought springs also the fear, expressed by Wagner 
and others, that the export of capital in the form of means of pro- 
duction spells economic suicide. In particular, the English export 
of machinery and coal is regarded as a crime against all industrial 
countries in that it promotes the industrial development of the 
airricultural countries. 

2. Criticism. — This prognosis contains nothing which can be 
refuted by an appeal to equilibrium theory. Any criticism of it 
must rest upon a different valuation of the facts and of the direction 
w’hich economic development is taking. 

The main answer to those who fear the industrialisation of the 
agricultural countries is to point out, as Max W^eber pointed out 
to Oldenburg, that in fact the best customers of the industrial 
countries are not the agri^’iiltural countries but the other 
industrial countries. Hitherto the industrialisation of agricultural 
countries has by no means led to a diminution in their imports from 
the older industrial countries. On the contrary, their imports have 
continually increased. The industrialisation of Germany was 
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accompanied by a multiplication of her imports from England, and 
the same was true of the United States and of all other newly- 
industrialised countries. Of course, certain branches of industry, 
such as the cotton industry of England after the War, inevitably 
lost their markets, but other branches took their place. Indeed, 
it would be very remarkable if among countries with such different 
climates, geographical situations, and natural and acquired 
aptitudes of their workers, as England, Germany, France, Italy, 
the United States, Canada, Russia, India and so on, there were no 
differences in comparative costs. But so long as there are such 
differences a profitable exchange of goods is possible. 

.At the same time, the industrial development of agricultural 
countries is accompanied by a certain shifting in the composition 
of their trade with the older industrial countries. They become 
industrialised by stages. They begin by producing coarse qualities 
and semi-finished products, which demand no skilled labour. Their 
export of raw materials falls off somewhat. Instead of crude raw 
materials they come more and more to export semi-finished goods. 
Chilled meat replaces cattle, flour replaces grain, crude copper 
replaces ore, cellulose and paper replace wood. This development 
naturally involves a great saving in transport costs. But the finer 
qualities of many goods, together with means of production such 
as machinery, must still be imported. Nor does technical and 
industrial development stand still in the older countries. They 
turn to the production of more complicated machines, electro- 
motors, motorcars, aeroplanes, wireless apparatus, finer textiles, 
photographic and other optical apparatus, measuring instruments, 
and many other high-grade products. Their superiority in those 
fields requiring more skill and technical perfection is constantly 
manifesting itself. 

It follows that up to the present the export of capital and means 
of production has not been economic suicide but rather has pro- 
vided a basis for profitable exchange. Nor does there seem any 
reason why technical progress should not make possible a continu- 
ance of this development. 

The ' pessimists/ such as Pohle, replied that the international 
exchange of finished products (of finer and finer quality) against 
raw materials must cease within a measurable time beeaiise the 
agricultural countries, owing to their increasing industrialifeation 
and growing population, will no longer have a surplus available 
for export. They added that this natural development will be 
accelerated by the growth of extreme Protection in those countries, 
which will hinder the export of quality products from the older 
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centres^ even if it were still in the interests of all parties that they 
should be admitted. 

Dietzel retorted that if this were indeed to come about it would 
not burst suddenly like a thunderstorm upon the older countries, 
but would be preceded and accompanied by a general rise in the 
price of foodstuffs and raw materials, which would give the various 
economies plenty of time to adapt themselves to the changing 
conditions. 

But the decisive retort is a different one. It is that the pessimists 
overlook two important developments. The first is the application 
of technical progress and mechanisation to agriculture. The second 
is the fall in the birth rate in both old and young countries. 

On the one hand, the technique of production has made such 
great strides in almost all branches of agriculture, in the widest 
sense of the term, and of mining, that there can now be no question 
of a shortage of raw materials. On the other hand, the rate of 
increase of population has fallen off so much, in the agricultural 
countries as well as in the others, that from this quarter also there 
is no danger to be feared. 

It is true that nobody can tell what surprises the next hundred 
years may bring forth. But this much seems to be certain : the 
dangers which threaten the economy of industrial countries from 
within — such as social disturbances, socialistic experiments, 
increasing rigidity of their price structures owing to the growth of 
monopoly, currency experiments, and so on — are much more grave 
and acute than those which spring from the tendency of agricultural 
countries towards industrialisation and self-sufficiency. 

§ 7. Emergency Tariffs and Tariffs to Ensure the Market. 

The emergency argument is of a dynamic nature, although 
different in kind from those considered above. Emergency tariffs 
are designed to remove or diminish the effect of a temporary crisis 
iv some particular branch of industry. From a theoretical stand- 
point not much can be said about them. It is certainly conceivable 
that through some sudden change in conditions, such as an all4oo- 
bountiful world harvest, especially if coupled with a poor harvest 
at home, a crisis may come about which ( an be banished or softened 
by a rise in price through a tariff. A change in technique, or in 
fashion, or a tariff war between t%vo foreign countries, which robs 
a foreign industry of its usual market, can lead to increased imports 
and thus to an emergency situation. The emergency may be one 
which will soon pass away or, if it is coupled with a permanent 
shifting in comparative costs, its suddenness may make a sutfi- 
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ciently quick adaptation unlikely. In such cases tariffs may soften 
the crisis or make easier the transition to a new equilibrium. 

But experience shows that even when tariffs have been imposed 
to meet a quite temporary emergency they are not subsequently 
removed without the greatest difficulty. In the past each e'^^onoTnic 
crisis has produced a rich crop of tariff increases and has left 
behind it higher tariff walls. Hence great caution in imposing 
them is desirable. 

Other considerations reinforce this conclusion. When emer- 
gency tariffs are simultaneously imposed upon a number of different 
goods, they must to some extent work against one another. Political 
tactics demand that a duty desired by one group should be pur-\^ 
chased by other duties desired by other groups. Duties on raW' 
materials and intermediate products involve also duties on the 
corresponding finished product. An emergency tariff in one 
country is extremely likely to cause other countries to retaliate with 
similar measures. In view of all this, the only possible conclusion 
seems to be that emergency tariffs bring more harm than benefit 
and therefore should be strictly avoided, especially if less dangerous 
means of alleviating the crisis are available. 

A favourite excuse made by interested parties when demanding 
a duty is that the object of the duty is not to raise prices or to 
increase home production at the expense of imports, but merely 
to ensure the market and provide protection against occasional 
imports. Clearly this plea can be taken seriously only when there 
is not a regular import of the good in question. This happens less 
often than might be supposed. Owing to the freight-situation, 
some districts in a country often import a good which, for the 
country as a whole, is an export commodity. Again, certain 
special qualities or grades of a good may be imported although on 
balance the good is an export commodity. For such districts, and 
for such special qualities or grades, a tariff ‘ to ensure the market ’ 
would be protective and price-raising. 


§ 8. Tariffs as a means of Improving the Terms of Trade 
(‘ The foreigner pays the duty '). 

In earlier tariff controversies the argument was frequently put 
forward that the foreigner pays the duty. If, after the imposition 
of the duty, the home price does not rise or does not rise by the 
full amount of the duty, then the duty is borne wholly or in part 
by the foreign producers. Bismarck remarked in his well-known 
message to the Bundearat of 15th December, 1878, which intro- 
duced the definite change of Germany from a liberal to a protective 
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trade policy: V In the case of goods . . . which home producers are 
in a position to produce in large quantities for home consumption, 
the duty must be paid entirely by the foreign producers in order to 
enable them to compete upon the German market. If in such cases 
a part of the home consumption is still supplied from abroad, the 
foreign competitors must pay at least a part and often the whole of 
the duty, thus reducing their previous profit. ... If the increased 
duty is indeed borne by the home consumer, then its raising will 
have been a matter of indifference to the foreign competitors.*’® 

This passage certainly shows no deep economic insight. It in 
no way depends upon the circumstances mentioned whether or not 
it is possible to shift the duty onto the foreigner. But it is not 
to be denied that under certain conditions it is possible so to shift 
part or even the whole of the duty and that the gain to the country 
whose Government receives the income from the duty may exceed 
the loss to its consumers, so that the duty on balance may be of 
advantage io tlie home economy. This, therefore, is one of the few 
arguments for tariffs of a purely static nature which are worth 
discussing. 

The problem is the same as that presented by the imposition 
of any other indirect tax. We must examine the shifting and 
incidence of the tax, or of the duty, in order to discover whether it 
is finally borne by consumers or by producers or shared between the 
two. In the case of an import duty the producers are foreigners. 
An analogous problem is of course presented by export duties. 

Suppose that Germany imposes an import duty upon wheat of 
20 marks per quintal. If thereupon the German price rises by 20 
marks, the German consumer pays the whole duty and the foreigner 
pays none of it,'^ But if the diminished demand of Germany causes 
the foreign price to fall, say by 2 marks, and the home price to 
rise, therefore, by only 18 marks, one can say that the foreigner 
makes a contribution of 2 marks per quintal of wheat imported into 
Germany. It is even conceivable that the foreign supply is so 
inelastic that a small diminution of the German demand causes the 

3 Poschincer, Bismarck aU Volkswirt, 1, pp. 170 seq. 

^ The proolem is discnssed in the whole literature on the shifting and incidence 
of taxation. Compare especially Seligman’s big book Shifting and Incidenct of 
Taxation which gives a survey of the literature. Marshall has discussed the problem 
with special reference to tariff duties in his Monty ^ Crtdit and Commtrct, pp. 
177‘'209 and Appendix J. See also his memorandum on The Fiscal Policy of Inter- 
national Trade (1903J, now reprinted in Official Papers by Alfred Marshall. 
Edgeworth, Papers relating to Political Economy, vol. 2, pp. 39 ti seq., and Pigoii, 
Public Finance, 2nd edn., pp. 198 et seq, 

^ This, however, does not mean that the foreigner is not injured. He is 
injured in so far as the increase in German production reduces his market. In 
such a case, strictly speaking, the home price cannot rise by the full amount of the 
duty. But if we consider the world market in relation to that of one single 
country, we can abstract from this small difference. 
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price to fall by 20 marks. In suck a case the German price would 
not rise at all and the foreigner would bear the whole of the duty.* 
So long as we restrict ourselves to the direct influence of the duty 
upon the price of the good concerned, and ignore the further effects, 
we may speak of the incidence of the duty in the narrower sense of 
the term. 

The fact that there is a difference equal to the amount of the 
duty between the home price and the foreign price clearly tells us 
nothing at all as to how much, if any, of the duty is borne by the 
foreigner.^ So long as some imports continue to come in, such a 
difference must exist. The proportion in which the incidence of the 
duty is shared between the home country and foreign country 
depends upon the extent to which this price difference is due respect 
tively to a rise in the home price and a fall in the foreign price. 

This in turn clearly depends upon the circumstances analysed in 
§ 1 of chapter XV. We may summarise the results as follows: — 

Let us first take the response of the home demand as given. 
Then the fall in the foreign price will be the greater, and the 
foreigner will therefore bear a larger proportion of the duty, the 
greater is the relative importance of the protected market to the 
foreign producers, that is to say, the smaller are their other foreign 
markets, the less favourable is the freight situation for exporting 
to them, and the higher are their import duties. Another relevant 
factor is the cost-situation of the foreign producers. How much 
will marginal cost fall when their production is curtailed? To 
what extent can factors of production move out of this industry 
and into other lines, which have become relatively more profitable 
owing to the duty? 

Let us next take the response of the foreign supply as given. 
Then the determining circumstances are the conditions of the home 
demand and of the home supply. The more the home demand falls 
off in response to a rise in price, the less will the home price rise 
and the greater, therefore, will be the proportion of the duty borne 
by the foreigner, but at the same time the less will be the total 
receipts of the taxing Government from the duty. The more elastic 
is the home supply — the greater, that is to say, is the extent to 
which the home production expands in response to a small rise in 
price — the less will the home price rise, the more will imports be 
curtailed, and the greater will be the proportion of the duty borne 

® This is least unlikely when the foreigner has a monopoly of the good in 
question as, e g, , Greece has of currants. 

^ This point IS nearly always ignored. Schuller gives ejcamplea of writera 
who ignore it, H, Schultz, Correct and Incorrect Methods of Tletoitnining the 
Effectivencsfl of the Tariff,” in Journal of Farm Economics (1935), vol, 17, pp. 625 
tt seq. 
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by the foreigner but at the same time the less will be the total 
receipts of the taxing Government from the duty. 

It ibllowB that the protective aim of the duty and itp function 
of providing revenue at the cost of the foreigner are inconsistent 
with one another.® For when the protective aim is fully attained, 
the duty yields no revenue, and, conversely, when the foreigner 
bears the whole of the duty, the home production receives no pro- 
tection, since the home price remains unchanged. 

In general, one country is seldom able to make the foreigner 
bear part of its import duties (in the sense ^defined above), and 
even when this is possible the share borne by the foreigner is 
likely to be small. For, as a rule, the imports of a good by any 
one country form such a small proportion of the total exports of 
that good that a restriction of its imports is unlikely to have a 
perceptible effect upon the price at which it imports them. This 
generalisation is obviously likely to apply in a greater measure 
to a small country than to a large one. 

Nevertheless, it may be possible in the short run, as Marshall 
says, to snatch a small gain from a suddenly imposed import duty 
at the cost of foreign producers and merchants who have specialised 
in exporting and who are not in a position immediately to liquidate 
their businesses or to cut down their exports sufficiently to avoid 
bearing part of the duty. But ‘ practical men ' and politicians, 
who always consider only the immediate effects of tariffs, greatly 
exaggerate the frequency and importance of such cases. In the 
long run such a shifting of the duty very seldom occurs to any 
significant extent. Moreover, there is always the danger that 
other countries will impose retaliatory duties, thereby nullifying 
any such chance of gain. 

But, BO far, we have considered only the direct efTeci of a particular duty upon 
the price of the good on which it is imposed, that is to say, we have spoken only 
of the incidence of the duty in the narrower sense. If there are a number of 
tariff changes, this * partial equilibrium ' method gives a very incomplete picture. 
We should consider also the indirect effects. The first of these ^ ® 
of demand due to the change in the prices of the goods subjected to duty. Ihe 
ucond is the shift in production both at home end abroad which occurs owing 
to the influence of the duty upon those branches of industry which it affects. 
The third arises from the response of the monetary mechanism in restoring 
equilibrium in the balance of payments, The fourth arises from t e manner in 
which the State distributes the expenditure of its receipts from the duties over 
different goods and Bervicea. 

It is conceivable that these indirect effects may make the net residt of a duty 
just the opposite of what one would deduce by considering only the direct efiecta. 
For example, let us suppose that the latter are the most favourable we 

• But thii is valid only if we restrict ourselves to the narticular prices directly 
affected by the duty and ignore the further effects (Bee below), 
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can conceive. The foreign price falls by the full amount of the duty, so that the 
whole of the duty is borne by the foreigner. This means that the income of 
foreign producers will fall by the full amount of the duty. Let us now suppose 
that they, therefore, restrict their purchases of certain goods which the first 
country specialises in exporting, and that this causes a substantial fall in their 
price. Let us further suppose that the Government of the first country buys 
mainly foreign goods with its receipts from the duties. In such circumstances it 
is quite possible that on balance the first country will lose more by the reduced 
prices of its exports and by the increased prices of some of its imports than it 
gains by the fact that the incidence of its import duties, in the narrow sense, 
is entirely upon the foreigner.^ But it is also conceivable, to take a different case, 
that the monetary mechanism operates in such a way as to turn the terms of 
trade still further against the foreigner, so that the latter both bears the whole 
of the original duties and also sells s<»rae of his other exports more cheaply anq 
pays more for some of the other goods which he buys from the first country, than^ 
before. This will occur, broadly speaking, in the not improbable event of (a) 
the receipts from the duties being spent upon homo goods and (b) the reduction 
in the incomes of foreign producers leading to a reduction in their demand for 
goods produced in their own countries and in part exported to the first country. 

It will be seen that the possibilities are incalculable. Absolutely anything 
IS conceivable. Those who declare that the foreigner will bear the duty certainly 
have no idea of the complexity of the problem. How is it possible, in view of 
this complexity, to form a final judgment^ How can it be said, in any significant 
sense, that the foreigner pays the duty? 

The classical economists and Marshall, closely following Mill, find the 
criterion not in the price of the good subjected to duty but in the terms of 
trade in the sense of all the import prices relatively to all the export prices. If 
the imposition of a duty or of duties — for in this connection there is no need to 
limit the discussion to one duty — leads to an improvement in the lerms of trade 
(that is, if a unit of exports purchases more imports than before or, in other 
words, if import prices fall relatively to export prices), then part of the burden 
of the duty or duties has been shifted onto the foreigner. The ‘ reciprocal supply- 
and'demand curves,’ with which we became acquainted in chapter XI, are used 
in analysing this. The analysis is made in great detail by Marshall, and it would 
be superfluous to repeat his results here. 

We should, however, say a word about the very narrow limitations of this 
method. To take the reciprocal supply-and-demand curves as given is to make 
a very large assumption. It is to assume that the final result brought about by 
the various changes in demand and supply, by the monetary mechanism and all the 
other factors mentioned above is already known. Hence everything which has to be 
explained is included as a datum in these complex curves Thus the curves 
express no empirical law, but merely provide (in the range of their possible shapes 
and positions) a catalogue of all the conceivable possibilities. The result is what 
was to be expected a 'priori, namely that dlmost everything is cnnceivahle. 

Any practical application of these curves is scarcely conceivable, since it is not 
possible to discover their shape in any concrete case. These curves do not provide 
a short-cut enabling us to dispense with a careful analysis advancing .step by step 


® Again, the case of a positively -inclined demand -curve in the protected country 
is not beyond the bounds of possibility. Suppose the duty is imposed on grain. 
The standard of living in the protected country falls. Large sections of its 
population may thereby be constrained to buy more bread and less meat, milk, 
and so on. If these latter products are proauced mainly at home, while grain 
for bread-making is mainly imported, the result may be aq increase in the demand 
for the imported grain, despite the duty, and a fall in the demand for homa- 
produced meat, milk, and so on. 
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and varying the necessary assumptions as required in consideration of all the factors 
mentioned above and their complicated interactions. Only in such a way cau one 
determine these curves or rather their shape in the neighbourhood of the point we 
are interested in. Having done this, the task is accomplished and we can read 
off " the result. Moreover, as we explained in § 6 of chapter xi, any statistical 
attempt to discover, after the event, how the terms of trade have changed must 
encounter very great difficulties. Marshall was well aware of all thiSj as his 
sceptical footnote on page 177 of Monty y Credit and Commerce indicates. 

In the present state of our knowledge it is out of the question to deduce an 
argument for tariffs from these considerations. Whoever does so proves only that 
he has not realised the full complexity of the xjroblem. 



CHAPTER XVIII. 


DUMPING, CARTELS, MONOPOLIES, AND EXPORT 

BOUNTIES. 

§ 1. Introduction. 

Hitherto we havo usually supposed free competition to prevail 
both at home and abroad. We must now enquire to what extent 
our conclusions as to the effects of tariffs and as to trade policy are 
changed if free competition is either absent or curtailed. There is 
no need to stress the great significance of this question in an epoch 
of trustification, giant concerns, and cartels. We have, then, to 
ask what are the effects of imposing or increasing duties if at home 
and/or abroad monopolistic organisations are already in being. 
Are tariffs a suitable weapon against monopolistic exploitation? 
What is the effect of a duty, and how are we to appraise it, if 
under its protection a cartel is formed or some particular concern 
obtains a monopolistic position? The most important phenomenon 
to consider in this connection — a phenomenon which spreads its 
tentacles into the domain of free competition but which is the child 
of Monopoly and Protection is that known as ‘ dumping,^ 

§ 2. The Nature and Forms of Dumping.* 

I 

1. Dumping as Selling Abroad Below the Home Price. — It 
is fortunate that during recent years theorists have attained a 
greater uniformity in their use of terms. The term ‘ dumping * 
is now almost universally taken to mean the sale of a good abroad 
at a price which is lower than the selling price of the same good at 
the same time and in the same circumstances (that is, under the 
same conditions of payment and so on) at home, taking account of 
differences in transport, costs. From the standpoint of economic 
theory the general definition proposed by Viner: “ Dumping is 

1 Literature on Dumping : Tausaig, Fret Tradt, thf Tariff and Rrcifrocity 
(1920), pp. 10 tt /'Viner, IJurnptfuj: A Prohirrn in InftrnnfionnI Tradt (1923); 
same author, “ Dumping *' in Encyclopmdia of tht Social Scttncts, Doblin, Theorit 
m (1931); Plant, “ The Anti-Dumping Regulations of the South African 

1 *^* Ti . (Ffib 1931); Yntema, “ The Influence of Dumping on Mono- 
’ *5 Political Economy, vol. 36; Federal Trade Commission, 

Antidumping Legislation in U,S,A. and Foreign Oountrics (1934) and Robinson. 
Economics of Im'^rfect Competition (1933). A. Cabiati, “ Detrachtungen iibor das 
Damping and Paul Szieeti, “ Monopolpreia und Dumping ” both in 7jHtschTift 
fur Nationaldkonomit. vol vi (1936). 
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price^diBcrimination between two markets,’’ is to be preferred; 
for three reasons. Firsts the price-laws which underlie the pheno- 
menon of dumping are the same whether it occurs between two 
independent countries or between two regions of the same country. 
Secondly j this definition includes the case of ‘ reverse dumping,’ 
in which the foreign price is higher than the home price.® Thirdly ^ 
price-discrimination may occur not between home and abroad but 
between two foreign markets. But we shall confine ourselves, unless 
otherwise stated, to what is by far the most important case, namely, 
that in which the foreign selling price is below the home price, 
leaving the reader to apply our results mutatis mutandis to other 
cases. 

We must insist upon all the qualifications and limitations in 
the above definition — not from pedantry but because a neglect of 
them gives rise to serious errors in transferring the concept of 
dumping into anti-dumping legislation.® In comparing the export- 
price with the home-price, we must be careful about (a) the point 
of time to which the comparison refers. It should refer to the 
moment when the sales contract is concluded. If it refers to the 
moment when the goods actually cross the frontier of the export- 
ing country, anti-dumping measures may be incorrectly applied, 
for the home-price may have risen in the interval. (6) Account 
must also be taken of transport costs. Dumping may exist if the 
c.i.f. price quoted for exports exceeds the home price by less than 
the full cost of transport. The true comparison is between the 
home-price and the export-price, both taken at the factory or other 
place of production before the addition of transport costs, (c) We 
must also consider, a number of circumstances, such as the cost of 
special packing for export, the conditions of payment, rebates for 
quantity,^ and so on, in order to arrive at a true comparison of 

price. 

2 Other Definitions of the Concept of Dumping.— In the 
Press, in political speeches, and in the statements of intwested 
parties, the term ‘ dumping ’ has become a vague catchword with 
which to abuse every kind of foreign competition. In 1919 «ie 
United States Tariff Commission, in response to its enquiries, 
received 146 complaints about foreign dumping. Of these, only 
23 related to foreign sales below the home-price. In 97 cases the 
complaints were simply of acute competition from oreign pro 


a This will happen only with a given conotollaUqn of cos^ and demand-curves. 
(See j 3 below). Viner gives an example : a- -a 

a Examples are given by Plant in Scnnowica (Feb. 19 ), pp- ■ ?• 

• Foreign sales are often in larger lots than home sales, and for that 
without any dumping, the export-price may be the lower. 


reason, 
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ducers. The others related to such practices as using deceptive 
trade-marks, describing the goods falsely, and declaring a false 
value to the customs officials.® Plant describes exactly the same 
experience in South Africa, where the dumping argument has 
played a great part in the agitation for Protection. 

Even in scientific discussions the term ' dumping ' is often used 
to mean simply sales at a price below that prevailing in the foreign 
country or below that at which the foreign producers can compete. 
Clearly, this applies to all exports in the usual sense of the term. 

Dumping is often defined as foreign sales below cost of prodwc-j 
lion. This definition is usually combined with the further state-i 
ment that the loss on exports is covered by the profit on home sales, \ 
or that the lower export-price is made possible by an unduly high \ 
home-price. This gives us a double criterion of dumping; (1) 
foreign sales below the home-price and (2) foreign sales belov the 
cost of production. 

From the practical standpoint this definition is open to the 
objection that the cost of production can be determined only with 
much greater difficulty than the home-price. But in addition to 
this the concept of ‘ the cost of production ' is in itself ambiguous. 
If it means the average cost per unit, and the cost of management 
and interest and amortisation on the fixed capital are included in 
the total costs, then export often does take place below the cost 
of production. 

But sales below average cost in this sense in no way involve 
selling at a loss. There is a loss only if the total product is sold at 
a price below its average cost. But when dumping takes place, as 
a rule the fixed costs (the general overhead costs), or a greater pro- 
portion of them than the proportion of home to total sales, 
are covered by the home sales and the export-price need 
cover only the variable costs of the quantity exported in 
order to be profitable. The lower limit of the export-price 
is thus determined by the marginal cost, that is, by the 
additional cost due to expanding the output for export. The 
marginal cost lies below the average cost in all those very frequent 
cases in which production can be expanded within the existing 
productive unit, that is, without increasing the buildings qr plant 
or equipment or administration or book-keeping, or at least without 
increasing them in the same proportion as production is increased. 

Moreover, the expression ‘ selling at a loss * is ambiguous. 
Suppose that the price covers the current costs of the concern (both 

^ See Information ccmceming Dumping and Unfair Foreign Competition in 
United States and Canada's Anti-Dumping Law (Washington, idlQ). 
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those which vary more or less proportionately with the output, such 
as materials and wages, and those which are more or less fixed, such 
as the general expenses of management) hut does not permit interest 
or amortisation on the fixed capital. If to sell at this price is * to 
sell at a loss,’ then selling at a loss is the general rule in times of 
depression. If, however, the expression is applied only when the 
current expenses of a concern definitely exceed its current receipts, 
then selling at a loss is a short-run phenomenon which occurs 
only because the entrepreneurs concerned hope that conditions will 
soon improve. 

The two rival definitions of dumping : (1) ‘ foreign sales below 
the home-price ’ and (2) ‘ foreign sales below the home-price and 
below the cost of production (in the sense of full average cost) ' 
will lead to the same results in numerous cases; if the export price 
is below the home price, it is usually, as we shall see shortly, below 
the full average cost also. There is a discrepancy between the two 
definitions in those cases in which the export-price is indeed below 
the home-price but above the average cost. In such cases the home- 
price, unduly high owing to monopoly, exceeds the average cost 
by more than the export-price exceeds it. In such cases dumping 
is present upon the first definition but not upon the second. 

I4eaving aside the practical diflBculty that average costs can 
seldom be determined exactly, the following considerations are 
relevant in deciding which definition to choose. Those cases which 
the second definition excludes result, as we shall show, from exactly 
the same economic laws and circumstances as other cases of dump- 
ing, The second definition thus splits into two groups phenomena 
which all belong, economically, to the same group. Moreover, the 
second definition is not a suitable one to use when making judg- 
ments upon trade policy. For it is a matter of complete indifference, 
both to the exporting and to the importing country, whether the 
dumping price does or does not exceed the average cost. 

Frequently the concept of dumping is made to include a certain 
motive on the part of the dumper. For example, some speak of 
dumping only when the dumper intends to drive out of business 
his foreign competitors or to force them to join him in a cartel. 
The term may even imply moral disapproval and may be restricted 
to those cases in which the methods of supplying the market are 
deemed to be ' unfair.’ 

But all these definitions have the disadvantage that they either 
split up a single economic group of facts or class heterogeneous 
cases together. They may nevertheless seem useful in framing anti- 
dumping legislation, since one may not want blindly to prevent 
every single case of price-discrimination. But all that is needed for 
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this legislative purpose is a classification of different kinds of 
dumping. 

It may be observed that the so-called ‘ exchange-dumping/ 
which occurs when, in time of inflation, home costs and prices have 
risen less than the exchange-value of the currency has fallen, is not 
genuine dumping, since no price-discrimination is present. Nor is 
the so-called * social-dumping,’ which is said to occur when the pro- 
ducers in one country pay lower wages or give their workers poorer 
conditions than do their foreign competitors. 

A phenomenon which is sui generis is the ‘ Russian dumping ’ ^ 
the foreign sales of the Soviet economy. The question whether 
these sales are made below the home-price or below the cost of pro-', 
duction has no meaning, since the price-mechanism does not operate 
anything like freely in the Soviet Union. Of course, it is not to 
be denied that this phenomenon presents an important problem and 
that, theoretically, it is possible for the Soviet Union to harm 
certain branches of the capitalist economy by selling at very 
reduced prices. 

3. Classification of the Fokms of Dumping. — It has become 
customary in Anglo-Saxon writings to distinguish between (a) 
sporadic or occasional, (b) short-period or intermittent, aud (c) 
long-period or continuous dumping. 

(а) Sporadic dumping occurs, especially at the end of a selling 
season, to get rid of ' remainders ’ which are practically unsaleable 
on the home market. It is a phenomenon of no special interest, 
although it may be very annoying to foreign competitors. 

(б) Intermittent dumping is the sale abroad, from time to time, 
at a price below the home-price, and may involve selling at a loss 
in the strict sense of that phrase. It may be resorted to (a) in order 
to get a footing in a foreign vmrket or to prevent the loss of it 
through temporary underselling by foreign competitors; (13) in 
order to destroy a competitor or to render him amenable to the 
wishes of the dumper; (y) in order to prevent the establishment of 
rival concerns. This aggressive form of dumping is the spectre 
often used to frighten public opinion into imposing tariffs. Never- 
theless, this form of dumping very seldom occurs. For the cost 
of such a campaign is very high and the danger is always present 
that the foreign country will resort to defensive measures, such 
as the imposition of an anti-dumping duty; (S) in order to serve 
as a measure of retaliation against dumping in the opposite direc- 
tion (' defensive dumping ’). 

(c) Long-period dumping is not possible at a loss, that is, at a 
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price below the marginal cost. It can and will be undertaken with 
profit (a) when the export will permit the existing fixed capital 
to be fully used or the output to be expanded by adapting or trans- 
forming the fixed capital — especially if this leads to a reduction 
in costs — without lowering the home price. The home-price, which 
cannot be a purely competitive price, remains above the marginal 
cost. The export-price must at least cover the marginal cost, or 
the goods would be exported at a loss. This kind of dumping occurs 
especially — but not only — when the output can be expanded at a 
decreasing cost. Into this category fall the most striking cases of 
dumping by great trusts and cartels, such as the dumping of 
German and American iron and steel products. ()8) Such long- 
period dumping may also occur, and the goods may even be sold 
abroad at a loss, if the State or some other body grants an export 
bounty. 

We must distinguish between cartels which monopolise the home market and 
are thereby enabled to dump and the sO'called tx'port cartels. The latter are 
associations which do not attempt to monopolise their home markets but devote 
themselves exclusively to raising the export-price. Their practice is thus almost 
the opposite of dumping. For the most part, they do not monopolise the export 
markets but only promote exports and reduce the cost of making foreign sales 
by reducing advertising expenses, establishing common sales-ofhces, and similar 
measures. 

On the basis of a report of the Federal Trade Commission (Report on Co 
operation in American Export Trade, 1916) the American legislature passed the 
Webb-Pomerene Act, which permitted the formation of cartels, otherwise illegal, for 
export purposes. The Copper Trust came into existence under the »gis of this law. 

4. Necessary Conditions for Dumping : Protection and 
Monopoly. — The first necessary condition for successful dumping 
is that the goods are prevented from coming back again, for if they 
were not, then home consumers would buy them on the cheaper 
foreign market. The means by which they are prevented is usually 
a duty, but transport costs, or an agreement on the part of foreign 
buyers not to resell to the home market, may also serve. In the 
case of sporadic dumping, the uncertainty of finding buyers in 
the home market is a sufficient deterrent. But in the case of long- 
period dumping on a large scale — and this is the case which will 
claim most of our attention — the necessary condition is a duty 
protecting the home market. 

The second necessary condition is monopoly upon the home 
market. If free competition in the strict theoretical sense is present 
— that is to sav, if no one producer can perceptibly influence the 


® See W. F, Notz and R. S. Harvey, Arntrican Foreign Trade, as promoted 
the W ehb-Pomerene and Edge Acts (1921). 
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price of his product, so that each producer is confronted with a 
practically horizontal demand curve — the home price must be forced 
down. The monopoly may take several forms. One concern may 
have a monopoly, either because it is so large relatively to the 
market that no other concern can profitably enter or because it 
alone has some secret process of production or possesses a patent or 
some similar legal privilege. Several producers may have a tacit 
agreement, or may be explicitly united in a cartel, for the purpose 
of limiting the amount produced. 


§ 3. The Theory of the Dumping-Price. 

1. Statement of the Problem. — Dumping will clearly lower' 
the foreign 'price. But by how much? And how will the home 
sales and the home price be affected? Hitherto economists have 
not all given the same answers to these questions. Schumpeter has 
expressed the view that dumping raises the price in the exporting 
country. If the goods now exported could not be dumped, they 
would not cease to be produced but a large part of them — not the 
whole — would be sold on the home market, thereby reducing the 
price there. This is certainly true of sporadic dumping; indeed, 
little more than this can be said as to its influence upon the home 
price. But if the dumping is continuous and systematic — and this 
is the only kind of dumping which we shall consider in the follow- 
ing paragraphs — we cannot take the quantity produced as a datum. 
We must ask whether it would y in facty he produced and placed 
upon the home market if dumping were not possible. Clearly this 
would be determined by the conditions of cost and of demand. 

The most usual view is that dumping enables cartels to increase 
their output and thereby to lower their costs and reduce the home 
price. 

Viner, on the contrary, believed that dumping has no influence 
upon the home price. Upon the assumption that the concern which 
begins to dump has already fixed that price for the home market 
which maximises its profit and will continue to make its total 
profit as great as it can, “ resort to dumping will not make any 
change in the domestic price profitable. . . . There is no conceivable 
combination of demand schedule and cost curve having any relatio7t 
to actual conditions 'which can render profitable an increase in the 

7 Zur Soziologie der Imperialisraen ” in Archiv fiir SoiialwisBtnschaft (1919), 
vol. 46, p. 301. 
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domestic price which was not equally profitable before resort to 
dumpinq of this type,**^ Mayer seems to hold the same opinion.* 
Now this thesis is nnteflable. Dumping will alter the home 
price most favourable to the monopolist, because the increased pro- 
duction for export changes the cost of production for the home 
output also. So far as I know, the correct, although not complete, 
solution of the problem was given for the first time by Tntema.* 
He reaches the following very important results : (1) If the (dump- 
ing) monopoly is working under falling marginal costs, dumping 
will reduce the home price which maximises its profit. (2) If 
the marginal cost is rising, dumping raises the most favourable 
price. ^ The proof of these results is not easy to set out. It 
requires some knowledge of the theory of monopoly and of the 
theory of costs — indeed, such knowledge is in any case indispensable 
to a serious student of the problem of dumping. 

The problem of how dumping influences the home price of 
course involves a comparison between the home price when there 
is dumping and the home price when there is no dumping. For 
the latter we must not take the home price as it would be under 
competition but as it would be under monopoly in the absence of 
dumping. (Obviously the price under monopoly, with or without 
dumping, will be higher than under competition.) But even this 
is not unambiguous. We may compare the home price, given 
dumping, with either (A) the home (monopoly) price, assuming no 
export to take place or (B) the home (monopoly) price, assuming 
that export does take place, but that the exports are not sold at a 
price below the home price, that is, that there is no dumping. W^e 
shall call these two problems, which we shall examine presently, 
Problem A and Problem B. In the second problem we are com- 
paring the home price when discrimination is present with the 
home price in the absence of discrimination.^ Both problems may 
be of significance, and can be solved, but formally B corresponds 
more closely to the definition of dumping — discrimination between 
home and abroad— than A. There are, however, cases where 


Dummng, pp. 
See hi 


pp. 102-3. Viner’s italics. But since then he has changed his 
opinion. See Lis article Dutnpingf in the Encyclopc^dia of the Social Sciences. 

9 Art. on pTtis iM onopolpre\s) in HaudwdTttThuch der Staatswissenschaftetif 
4th edn.’ p. 1034; “ The injury to the home economy from dumping is not due, as 
is often asserted, to the cheap sales abroad, for the monopolist has already “*ed 
the price and the quantity of sales most favourable to him upon the home market 
without taking any account of such foreign salts “ (my italms). 

lYntema, “The Influence of Dumping on Monopoly Price in Journal of 
Politiral Economy vol. 36, pp. 686 et seq. 

sfntema’l^i Considered only Problem A. On B c/. Viner, Art, ^mpiug 
in the Encydopcsdia, Other writers quite overlook this important distinction. 
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nothing will be exported, if, for one reason or another, price- 
discrimination is not possible. 

In the following pages we shall explain the method of analysing 
these problems and shall state, with all necessary reserTations, the 
most important results without, however, attempting to give an 
exhaustive analysis of all conceivable cases. 

2. Elements of a Theory of Monopoly Price. — ^We begin with 
the assumption that a monopolist — either a single producer or a 
cartel — exists, that he wishes to maximise his profit, and that he 
has the power to fix whatever selling price seems to him the most 
favourable. (If for some reason, such as fear of State interventidn 
or of potential competition, he is satisfied with a lower price than 
that, this lower price replaces his most favourable price for purposes 
of analysis.) The monopolist can fix either the price or the quantity 
produced (and sold) as he wishes. But onc-e he has fixed the price 
he must content himself with the volume of sales which the market 
will take at that price ; or, conversely, once he has fixed the quantity 
he will sell he must accept the price at which the market will just 
absorb that quantity. The monopolist will therefore try to find that 
price at which the product of the price and the quantity sold is a 
maximum,^ or, rather, taking account of his costs of production, 
that price at which the price times the quantity less the cost is a 
TnaximuTfi, 

The monopoly price and the amount produced thus depend 
upon the conditions of {a) demand and (6) cost. We can take the 
demand conditions as given once and for all, since dumping will 
not change the home demand.^ 

As to the costs, the following may be said. Fixed costs, which 
are independent of the quantity produced and represent a fixed 

^ Geometrically (fig. 30) he will try to find that point P (' the Cournot point ’) 
on the demand curve at which the inscribed (shaded) rectangle reaches a maximum. 



5 This is not always quite correct. Dumping may indirtcUy influence the home 
demand. For example, if the German steel dumping were to promote Dutch 
shipbuilding, the German shipbuilding industry would be injured and its demand 
for steel would fall As a rule such repercussions are small enough to be ignored. 
On the general problem whether the supply curve and the demand curve can be 
assumed independent of one another, ef . Mayer, “ Die Wert- und Preisbildung der 
Produktionsmittel ” in Etonomia Politita Conitmporanta (1930), vol. 2, pp. 4 &1. 
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deduction from the total receipts, have no influence upon the most 
favourable price, since they must be paid whether much or little 
is produced. (Naturally we assume that the receipts exceed this 
fixed sum).* 

The price is influenced, from the cost side, only by the TnargiTKit 
cost : that is, the addition to total costs caused by the production 
of one unit more. When the marginal cost is rising, that is to say 
when output can be expanded only at an increasing cost, produc- 
tion will expand up to that point at which the continually 
diminishing increase in the total receipts^ equals the increase in 
the total costs. Exactly the same generalisation applies to the case 
of falling costs : production in every case will expand up to the 
point at which the increase in total costs equals the increase in 
total receipts, or, more briefly, at which marginal cost equals 
marginal revenue. Clearly, other things being equal, the price 
will be lower if marginal cost is falling than if it is rising, for 
the output at which marginal cost equals marginal revenue will be 
greater in the former case. 

These relations are best shown with the aid of a diagram. This 
involves a fuller explanation of the inarginal revenue curve, 
derived from the usual demand curve and showing the successive 
increases in total receipts (or revenue) as sales increase. 

In figure 31 SP is the demand curve and ST is the marginal 
revenue curve derived from it. The total receipts are shown on 
the demand curve by the rectangular area formed by drawing per- 
pendiculars from the relevant point upon it to the axes. For 
example, at a price Op the total receipts are shown by the rectangle 
OMPp. On the marginal revenue curve, the total receipts are 
shown by the area between the curve and the two axes. For 
example, at a price Op (and therefore a sale of OM) they are shown 
by the area SUMO (which equals OMPp, so that SpL equals LPB). 
The increase in total receipts as the price falls and the sales 
increase is shown by the increase in this area. The marginal 
revenue curve cuts the abscissa when total receipts reach their 
maximum. After that, the increase is negative, since total 


** If, with inci'eased saleB, total receipts remain the same or fall off — that is, 
if the demand curve has an elasticity equal to unity or leas than unity, throughout 
the relevant portion — then a quite email quantity will give the greatest receipts. 
Such a case, is, therefore, not of any further interest to us. 

^ The curve showing the change in total receipts due to a change, in output 
is now usually called the ' marginal revenue ’ curve. Yntema calls it the 
‘ marginal g^ross revenue ' curve, Harrod the ‘ increment of total demi^nd ' curve, 
and Pigou the * marginal demand ’ curve. 

L 
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receipts are falling.^ Figure 31 shows also the total receipts (or 
total revenue) curve. The ordinate of this shows the magnitude of 
total receipts (quantity times price) for that quantity of sales shown 



Fig. 31. 


on the abscissa. It begins in O and reaches its maximum with 
that quantity at which the marginal revenue curve cuts the 
abscissa. 

Let us now consider the marginal cost curve. Lei it cut the 
marginal revenue curve at T. Then the most favourable quantity 
to produce (and sell) is OM'. Tip to the quantity OM' the increase 
in total costs is always less than the corresponding increase in total 
receipts, and the total profit rises. After the point T the increase 
in total costs is greater than the increase in total receipts. There- 
fore the quantity OM' will be produced and will be sold at the price 
MT\ At this point the monopoly profit reaches its maximum : 
QST. It will be observed that under monopoly the marginal 
cost, in equilibrium, is lower than the price. Under free com- 
petition the price is forced down till it equals the marginal cost, 
production being expanded until this is the case and the monopoly 
profit has vanished. 

All this applies equally to the case of falling marginal cost, 
shown in figure 32. It will be seen that in this case, with other 

B Up to this point the elasticity of demand is greater than unity, at this 
point it is equal to unity, and beyond this point it is less than unity. 
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data unchanged, the most favourable output is greater and the 
monopoly price is lower than when marginal cost is rising. 



Fig. 32. 


3. Determination of the Export (Dumping) Price. Problem 
A : Comparison between the Home (Monopoly) Price when 

THERE IS NO EXPORT AND THE HOME (MoNOPOLY) PrICE WHEN THERE 
IS Dumping Export. — We have just described the situation on a 
closed monopoly market. We must now ask what happens when 
export is possible. How high must the foreign price be in order 
that export may take place? What quantity will be exported, 
and at what price, and how will this export affect the most profit- 
able home price? 

To answer these questions, we start from the marginal cost 
prevailing at home (MT in fig. 33) and trace the course of the 
marginal cost curve beyond T, Let us suppose that the marginal 
cost falls. Clearly, export is then profitable, provided only that 
the foreign price covers the marginal cost.® We then draw, side 
by side with our diagram showing the situation in the home 
market (origin at 0), the demand curve confronting our monopolist 
in the foreign market (origin at o). Let us assume that there are 
several competitors on the foreign market. This implies that the 


9 But this statement needs a qualification. It may be that the mawnal cost 
curve, although falling throughout the relevant range, at first lies above the 
marginal revenue curve, subsequently falling below it, and finally cutting it. Ihua, 
flo to speak, the loss on the first units is transformed into a gain when output 
is further expanded. This special wse involves no difficulty, and I leave the 
reader to work it out in detail for himself. 
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demand carve confronting our monopolist approaches the hotizontal, 
since the demand for his products is very elastic.^ We next insert 
the marginal revenue curve which is derived from this demand 



Fi^?. 33. 


curve. Since the latter is relatively flat, the distance between the 
two is small. In the extreme case, when there is free competition in 
the strict sense of the term, the demand curve will be quite hori- 
zontal and will coincide with the marginal revenue curve. That 
%vould be the case if the foreign mariet were the world market and 
Tve could assume that our monopolist could sell any quantity which 
he is likely to be in a position to offer, upon the world market, with- 
out perceptibly affecting the world price. This assumption would 
simplify our exposition; I refrain from making it, but discuss 
instead the more general case of a demand curve sloping downward 
from left to right. ^ 

The marginal coat MT applies also to exports. We transfer the 
point T, as the arrow shows, to t and continue the marginal cost 
curve from there. Then production for export can expand up to 
the point at which the marginal cost equals the marginal 
revenue. But at this stage the marginal cost has fallen to mt,^; 

1 We must suppose the demand curve for the product of our monopolist (not 
to bo confused with the total demand curve for the product) to be constructed 
as follows. At any given price, his foreign competitors are prepared to supply s 
certain quantify The difference between that quantity and the total amount 
demanded at that price represents the sales which our monopolist can make. 

2 I am aware that this exposition is inaccurate, since not all the various inter- 
mediate cases between complete monopoly and free competition can be adequately 
distinguished by changing the inclination of the demand curve. But, unfortun- 
ately, economic theory has not yet provided us with definite and certain con- 
clusions about Duopoly. The difficulty is that a duopolist cannot assume with 
certainty a given demand curve (either horizontal, as under free competition, or 
sloping, as under complete monopoly) 
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it is thus once more smaller than the marginal revenue at home 
(MT). Hence home sales can again be expanded. We transfer 
the point t^, as the arrow shows, to Tj on the home-market 
diagram, continue the marginal cost curve from there, and expand 
the home sales by MM^. The home price sinks to P,. 

We can now transfer the point Tj, and can repeating this 
process. Equilibrium will be finally reached when the marginal 
cost, the marginal revenue at home, and the marginal revenue 
abroad are all equal to one another. 

The same situation is shown in fig. 33a in another way We tiiore show the 
marginal nost curve as a continuous curve, inserting the relevant portions of the 
home and foreign demand curves We begin with the home demand curve and 



I'ic. :i3a. 

the marginal revenue curve derived from it and follow t)ic Uttei until the 
marginal coat curve cuts it at the point T. Theroalwt, in the next (shaded) 
sectioni of the diagram^ we confront the continuation of tiir rnaiyinai cost curve 
with the foreign demand curve and marginal revenue ci.ivc until tiio latter cuts 
it at t|. (We could equally well have begun from the other cud. with the foreign 
market.) In the third section of the diagram w^e then coniinuo tlie home marginaJ 
revenue curve, prolonging it from T to Ty, and so on Til'Ll final solution is the 
same as that reached by the other method, in fig 33 

Thus, when there are falling marginal costs, diimphig leads to u 
reduction in the home price, lii a similar mainier it can bo sliown 
that when marginal costs are constant there is no change in the 
home price and that when marginal costs arc rising dumping raises 
the home price. For, it must be noted, dumping may be pos'^ihle 
and profitable even when marginal costs are rising. But in such 
a case the amount dumped will scarcely be large, since, vdearly, 
the marginal cost will more quickly equal the marginal revenue. 
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We may perhaps add the folloi^ing remarks. We began with 
the home market and supposed the monopolist to regard foreign 
sales aS| so to speak, secondary. This is likely to correspond with 
reality. But this should not lead us to assume (as some writers do) 
that dumping can take place only when a concern, with all its 
fixed capital, is already in existence and producing for the home 
market, having been established solely for this purpose, and regard- 
ing dumping (when that possibility presents itself) as a fortunate 
but unforeseen occurrence. This is not so. Dumping — discrimina- 
tion between two markets — may also be advantageous from the long- 
run standpoint ; and a concern may be set up with the deliberate 
intention of dumping part of its output, if it is calculated in 
advance that this would be profitable. There is nothing to prevent 
us from regarding the cost curve which we assume as given as either 
short-run, long-run, or calculated in advance, as we please. But 
we must remember that in fact the typical shape of each of these 
three (marginal) cost curves will be different.^ 

This general analysis therefore applies also to the ‘ trade-cycle 
dumping * which takes place on a large scale in periods of slump. 
Such dumping is due to the fact that with the depression the home 
demand falls off, so that the concern is not working at full capacity, 
and is therefore in the region of falling costs which, as we have 
seen, is especially favourable to dumping. Thus, this ‘ trade-cycle 
dumping * is characterised by a particular constellation of the cost 
and demand curves, and is merely a special case which falls readily 
within our general theory. 

When we speak of falling, rising, and constant costs, these 
relate always to the relevant portion of the cost curve. Although 
costs may be falling over a certain range, sooner or later they will 
rise again. This must occur in the short-run because sooner or 

3 In the short run we can assume both the marginal and average cost curw 
to be of the typical U-shaped form shown in hg. 54. In the long run this 
form is not so likely. 
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later the optimal capacity of the existing concern will be passed; 
and in the long-run because the enlargement of the concern also has 
its limits and because sooner or later the increased demand by the 
concern for means of production will tend to raise their price. 

When we discard the assumption that competition preyails on 
the foreign market, we can no longer lay down the general rule 
that the foreign price must be lower than the home price. Under 
certain conditions it is then possible that the converse discrimina- 
tion, namely a higher price abroad than at home, yields a greater 
profit. The following generalisation can be made. The greater is 
the foreign market, the stronger is competition there, and the 
smaller is the influence of the exporting monopolist upon the foreign 
price, the more probable is it that the foreign price will be below 
the home price and the greater will the price-difference in favour 
of the foreigner tend to be. For the stronger the competition, the 
flatter will be the demand curve and the smaller will be the vertical 
difference between the marginal revenue curve and the demand curve 
at the price-point. Therefore P and Pj will l>e lower than p and p^. 
In other words, when competition prevails there is no scope for a 
monopolistic raising of the price. 

The following rule, stated in exact terms, is valid. The price 
is lower in that market in which the elasticity of demand at the 
equilibrium point is greater. If it so happens that the elasticity is 
equal in both markets, the price in both markets will also be equal; 
that is to say, in this case no advantage is to be gained by dis- 
crimination. Here, again, we refer not to the elasticity of the total 
demand in the foreign market but to the elasticity of the demand 
upon which our monopolist can count. 

It will be remembered that we referred some pages back to 
another definition of dumping, namely, foreign sales below both 
the home price and the cost of production. We may now briefly 
consider what circumstances determine whether the dumping price, 
arrived at in the way we have shown, lies below the average cost. 

This depends, in the first place, upon the relation between the 
marginal costs and the average costs. The average costs lie below 
the marginal costs when the latter rise from the start. The average 
costs lie above the marginal costs when the latter fall from the 
start. When the marginal costs first fall and then rise— the case 
usually taken as typical — the average costs continue falling after 
the marginal costs have already begun to rise. They lie above the 
marginal costs up to the point at which the latter have moved up 
to them. From this point onwards (which is the lowest point of 
the average cost curve— point P in figure 34) the average coats begin 
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to rise and thenceforward lie below the marginal costs. For after 
this point each addition to total costs (due to the production of one 
more unit) is greater than the previous average cost. 

When both marginal and average costs are rising, the foreign 
(dumping) price, which cannot be less than the marginal cost, is 
above the average cost. But this is of little importance, since 
dumping occurs mainly when costs are foiling, and in that event 
the average costs exceed the marginal costs. Everything then 
depends upon the extent to which the price exceeds the marginal j 
costs. If free competition prevails abroad, the demand curve \ 
approaches the horizontal, and the difference between the marginal 
revenue curve and the demand curve is small. Therefore the price 
is close to the marginal costs, for export is expanded until the 
marginal costs have almost reached the price. TTenre the price lies 
below the average costs. This situation can also be expressed iu 
more popular language ])y saying that the entrepreneur covers his 
general overhead costs, or a more than proportionate part of them, 
by home sales and tliat the high home price makes possible the 
cheap foreign sales. 

But if our monopcdist has something approaching a monopolistic 
position in the foreign market also, it is quite possible that the 
dumping price may exceed the average costs, without our having to 
alter anything in our theory. 

These considerafinns demonstrate again that the second defini- 
tion of dumping is not an appropriate one from the standpoint of 
economic analysis. It is undesirable to distinguish between foreign 
sales bcdow the home price which are also below average costs and 
those which are not, since the actual course of average costs is not 
iji itself of any importance. 

4. Problem B: Comparison between the Home (Monopoly) 
Price when ihere is Export at that Price anh the Home 
(Monopoly) Prick when theke is Dumping Export. — We have 
now answered the first of our two problems. This covers the 
case ill which no export would occur if price-discrimination between 
the two markets v\ere not possible because exports at the home 
price would not b** profitable; solution A applies to this case. The 
second case is ihat in which export would occur at the home 
price if dumping weif not possible. We have to ask how, in 
such a case, the i»ossibiliiy of dumping affects the home price. 

Economists have not yid fully analysed this problem. But the 
following conchisiou seems certain. If the elasticity of demand is 
greater in the foreign market than in the home market, then die- 
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crimination between the two must raise the home price, whether 
marginal costs are rising or constant or falling.'* 

We must once more point out that the foregoing analysis assumes 
that the monopolist is in such a -strong position that he can fix the 
price which maximises his profits. If he must take account of 
other considerations such as the fear of State intervention, his 
(home) price will be lower than this. Again, our conclusions must 
be modified if ‘ the monopolist * is a cartel which restricts produc- 
tion not by closing down those works operating under the least 
favourable conditions but by causing all its prodnction-units to 
work below their optimal capacity. They must also be modified if 
the tariff protecting the home market is not high enough to enable 
the monopolist to charge his optimal price in that market. 


§ 4. Economic Appraisal of Dumping. 

In order to make a value-judgment of the phenomenon of dump- 
ing, we must first distinguish two different problems. 

The narrower problem is this. We ran assume the necessary 
conditions for dumping, namely Monopoly and Protection, to be 
given and unalterable. We can then pass an opinion upon the 
effects of dumping, first, from the standpoint of the importing 
country and then from the standpoint of the exporting country. 

The broader problem is this. We can assume that these con- 
ditions — Monopoly and Protection — may be altered. We can con- 
sider whether the situation under them is more or less desirable 
than under free competition, and if we prefer the latter we can 
enquire how the conditions which make dumping possible can he 
removed. 

W^e begin with the narrower problem. Nearly all the outcry 
against dumping comes from those countries into which goods are 
alleged to be dumped. Complaints are very frequent in countries, 
such as England, which follow a liberal trade policy. The reason 
is that in such countries interested parties have less chance of 


* Unfortunately, we have not space for the some\^l^at complicated proof of 
tluB conclusion. The author, togetiier with Ur (acrlkird Tiiitner of Viriina, has 
worked out a sraphic solution which it is not possible to reproduce here. If the 
demand curves are assumed to be straight lines, we g'l the important result that 
the possibility of discrimination leads neither to an inrrca.se nr»r to a decrease 
of outpnt but only to a different distribution of the same output between 
the two markets. In the graphic solution of tiu* proVilcni it must be 
remembered that the collective marginal revenue uive derived from the 
collective demand curve ( = the sum of the di inaini uii ers of each market) 
is not always identical with the horizontal summ ^ri of tiic two marginal 
revenue curves. Since this was written, a brilliant g }>u solution of tins jjn) 
blom has been provided by Mrs. J. Robinson in her 1! linown book Icotwmivit 
of Imperfect Competition (1933), pp. 190 et etr/. 
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obtaining protection for tbeir own products and realise that in the 
absence of a duty they themselves cannot dump abroad on a large 
scale. 

In general, the outcry against dumped imports is far greater 
than the facts warrant. But even when imports do come in at a 
lower price than that charged in the exporting country or below 
cost of production, the importing country is in no way injured if 
the cheap imports are going to continue. It makes not the slightest 
difference from the standpoint of the importing country whether the 
goods come in cheaply because the exporting country enjoys a 
natural comparative advantage or because they are dumped, nor 
does it matter in the least whether the dumping is due to monopoly 
abroad or to export bounties given by the foreign Government or 
by some other body. Not one of these circumstances disturbs the 
fundamental Free Trade argument. They are significant only in 
so far as they indicate whether or not the cheap imports are likely 
to continue. They are more likely to continue for an indefinite 
period when they take place owing to climatic or other natural 
advantages possessed by the foreign country than when their low 
price is due to the dumping policy of a foreign monopolist, which 
may be changed at any moment. 

Dumping is harmful only when it occurs in spasms and each 
spasm lasts long enough to bring about a shifting of production 
in the importing country which must be reversed when the cheap 
imports cease. Such intermittent dumping may be harmful even 
when there is no competing home industry. For it may lead to the 
establishment of an industry which uses the cheap imported goods 
— if they are producers' goods — and which cannot continue when 
they cease to come in. When the dumped goods are consumers* 
goods, the dumping may lead to a shifting of demand which must 
later be reversed and may thus cause injury. 

* Cut-throat dumping,’ pursued in order to drive out competitors 
and then impose a high monopoly price, is of course also harmful. 
For example, the Match Trust tried to break its competitors by 
selling at very low prices in order later on to include the country 
in question within its monopoly. But in practice this kind of thing 
very seldom happens, for such a price-war is very expensive and 
there is always a great danger that the monopolist may himself be 
robbed of the fruits of his costly victory by legislative intervention. 

Let us now consider dumping from the standpoint of the country 
which exports the dumped goods. Of course, we need not concern 
ourselves with the mercantilist argument, so willingly embraced 
by the dumping concerns as a justification of their trade policy, that 
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dumping is beneficial to the country because it increases exports and 
brings in money. 

If we exclude dumping by export bounties, to be considered 
in our next section, and if we accept the monopolisation of the home 
market as an ineluctable fact,^ we can say that dumping is advan- 
tageous if it reduces the price of the goods in question to the home 
consumers. As we have seen, this happens only when marginal 
costs are falling. 

When the home price rises owing to dumping it is more difficult 
to form an opinion. The fact that the price rises is not in itself a 
condemnation, for every export tends to raise the home price of the 
exported good. In order to make an objective judgment we must 
balance the increased price to consumers (measured by, the loss in 
consumers’ rent, discussed in chapter XVII, § 2) against the 
increased profits of producers. Viner believes^ he can prove that 
the former must exceed the latter. If this is so, then dumping 
must be regarded as injurious when it raises the home price. 

The dvmping of producers' goods has always attracted much 
attention. An especially glaring example was and i.s the German 
dumping of iron and steel, sold abroad (for example, to Holland 
and formerly to England) at a price often 50 per cent, below the 
German price. Clearly this greatly benefits the iron- and steel-using 
industries in such countries. It is well known that the Dutch ship- 
building industry lives directly upon the German dumped exports. 
Often quoted is the remark of Palmer, President of the English 
shipbuilding company of that name: “ Let them sell at cut prices, 
BO long as they can. We shipbuilders are only too pleased.” 
Another example often quoted is the encouragement of the English 
jam and other sugar-using industries by the Continental sugar- 
dumping before the Brussels Sugar Convention of 1902, Free 
Traders always point to such cases to show what an advantage 
dumping is to the importing countries. 

And this is undoubtedly correct. But we must ask how this 
dumping of producers’ goods is to be judged from the standpoint 
of the exporting country. 

The home industries using such goods, for example, in Germany, 
all the iron- and steel-using industries, are of course severely hit by 
the cheap sales (of pig-iron and ‘ semis,’ in this case) to their 
foreign competitors.^ 

5 At the same time it is conceivable that it is only the possibility of dumping 
which keeps the home monopoly in existence. For example, effective anti-dump- 
ing measures by foreign countries might cause the home caitcl to break up. 

* Tn private correspondence. 

^ A similar problem is presented by the export, without dumping, of producers’ 
goods, such as raw materials, intermediate products, and machinery. Such 
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It is often sought to counteract this in a twofold manner. The 
home raouopoly-prire is reduced upon materials to be worked «up and 
exported in a more finished form® and the home market is assured 
to the finishing industries by an equalising duty. 

The reduction of the monopoly-price to assist exports is certainly 
to be welcomed j pvim when it takes the form of an export bounty. 
But equalising duties stand on a different footing. Before passing 
judgment upon them, we must again ask whether the unduly high 
monopoly-price at home is regarded as an unalterable fact. If so, 
we must say, in opposition to the prevailing view, that the finishing 
industries l ave no economic right to exist if they cannot compete 
witli the foreign industries which are enabled to undercut them by 
the dunip(id materialH. In other words, uj)on the assuinfUon that 
the hifjh it ovopoly-j/nce at home is an unalterable fact, it is more 
rational to ourchase the finished products more cheaply from abroad 
than to expajid the luuiie finishing industries by imposing equalising 
duties. B'lt we nn st also remember that it cannot be profitable 
for the inoj)(q)oli.st to charge a price so high as to strangle his 
customers, the finishing industries. Often the result of imposing 
an equalising duty to protect the finishing industries is simply to 
make possible a higher monopoly-price for the producers^ goods.’ 

We now (urn to the wider problem of forming an opinion upon 
the whole complex of circumstances which lead to dumping. Here 
there can be no doubt of the injurious effects. The monopolistic 
raising of the price both of consumers' goods and of producers' 
goods implies an irrational shifting of production aw^ay from the 
economic optimum. In addition to that, the current Protectionist 
outlook means that dumping leads, on the one hand, to equalising 
duties for the finishing industries and, on the other hand, to 
retaliatory measures by the other countries, not to mention the 
frequency with which dumping is (wrongly) used as a reason for 
Protectionist interventions. But wt must again stress the fact that 

evport always harms the finishinj^ in<lii.stries of the home country and assists 
those of the foreign rr;untries. But tins is no reason for forbiddinp; or taxing 
exports of this kind If country A t^iijoys a comparative advantage in th© 
production of u raw iiiatt-rial and conntry B in working it up, a ‘ veriiral ’ 
division of labour between them i.s in principle just as advantageous a.s a ‘ hori- 
zontal ’ one 

Tfio so 1 ailed ‘ Avi ’ aj^rf^ment hetween the German iron and steel industry 
and (ho (brrnan iiidubtu's u<uiig iron and steel fixes the rebates to be given to 
the hitler upon ihcir pur- huhcs of in**) and steel to be exported as finished pro- 
duefrt Indeed, tlin? erialh.s tlre^ie indnstiieB themselves to practise dumping. 

A tariff on iron and .steel ]>ro^l'.els shifts the demand curve for iron and 
steel of the industries os '!(▼ it lo ‘«neb a w'ay that the C'ournot point lies higher 
til. in befoie. In rilxi voids, when the finishing industries are not protected 
fn/TT! forcooi coiTipeh! on, their (htnand for the monopolised product is more 
clastic. We have dMady exanuned the relation between the elasticity of the 
demand and the chirnpjrj^; price Here we have not space to explain the present 
conclusion in detail and v. ith the neec.ssary qualifications. 
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any considerable and permanent dumping is possible only under 
Protection. It is thus itself a consequence of a Protectionist outlook 
and again illustrates the truth that such an outlook breeds a host 
of ills. 

In conclusion, we can say with Mayer that dumping, that is 
cheap foreign sales, is nothing like so harmful as the monopolisation 
of the home market and the consequently higher home price which 
is bound up with it. Given the existence of a monopoly in the home 
market, the advent of dumping is of relatively minor significance 
and may equally well be either beneficial or harmful. 

§ 5. Export Bounties. 

1. Historical Examples. — Export bounties were always one 
of the main instruments of a mercantilist trade policy. In the 
relatively liberal period of West European trade policy, in the 
second half of the nineteenth century and the first decade of the 
present one, they more or less disappeared; the most important 
exception was the sugar bounties. The neo-mercantilism of the 
post-War period showed no desire to make any extensive use of 
them. This was partly due to the cUfSciilt state of the jmblic 
finances in most countries, but it was also due to the ease with which 
the effects of an export bounty can be destroyed by a counteracting 
duty imposed by the importing country, so that the bounty flows 
directly into the Exchequer of a foreign Government. 

Up to 1014 England gave export bonntie.s cn grain, which v:iried with tho 
home price and were accompanied by imjcr’ dnti^^'s But in effect this is?;jistem 
ended about 1766,^ at which time England became a grain-importing country. 
In the same period she granted production bountice, which of course served also 
as export bounties, to herring fi.ship,g and \,i 4 almg ,2 Well-known also an; the 
bounties given to the linen industry from 1740 to 1030 in Ireland, and later in 
England and Scotland, with considerable apparent success. France bad a wide- 
spread system of export bounties under the ancifti it abandoned 

during the Revolution, but revived in the beginning of the ninctconth coutnry, 
and remained in force until 1860 

In modem times the moct iir.p.oUnt examph* of export bounties is that 
afforded by the international history of the sugar trade in the second half of 
the nineteenth century up to the Brussels Sugar Convention of 1902,^ 

The export bounties on sugar were at first in a concealed form . sugar ex- 
ported was relieved from payment of the sugar tax or excice duty. But n— 

^ See Fay, The Corn Laws and Social England (1952), and Barnes, A Hutory 
of the English Corn Lau^s (1930). 

3 Smith, The Wealth of Nations^ bk 4, chap. 5. Article Bounties in Diction- 
of Tariff Jnformation (1924). 

* Lexis, Die frantbsischtn Ausfuhrpramien (1872). 

^ A great deal has been written about the sugar bounties. See especially 
Kaufmann, Welt tuck erindustrie und Internationales und Koloniales Beeht (1904) 
(which contains a history and bibliography) ; Viner, Dumping, pp. 176-186 
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usually as a reply to concealed bounties elsewhere — ^there was a switch to open 
bounties : by Austria-Hungary in 1888, Germany in 1891, France in 1897. The 
result was increased Protection given by other countries to their sugar industries, 
and especially by England to her refineries. As early as 1864, England, France, 
Belgium, and Holland had concluded an agreement in which they bound them- 
selves to grant no concealed export bounty by means of rebates from the tax. 
This convention remained in force till 1875. In the last two decades of the 
century the bounties were so general that they largely cancelled one another out 
and were quite a burden upon the public finances. Then England, in the interests 
of her sugar-producing colonies, prepared to fulfil her threat (which the Free 
Traders had hitherto prevented her from doing) and impose equalising duties io 
the amount of the bounties. This led to a Convention in 1902 between England 
and all the important beet-sugar producers, except Russia. All the countries 
present agreed not to grant aqy bounties, direct or indirect, upon the productioq 
or export of sugar. They also agreed to take action against any other country^^ 
which granted bounties by prohibiting imports from it or imposing duties equal , 
to its bounties. They agreed further, in order to prevent the dumping of sugar 
by private cartels, that the protection afforded to sugar refiners by the excess 
of the import duty over the excise duty should not exceed 6 francs per 100 
kilogrammes of refined sugax. A permanent Comraission was set up in Brussels 
to supervise the working of these agreements. Later Russia joined the Con- 
vention, which was renewed in 1908 and enjoyed complete success, being brought 
to an end only by the War. 

Another well-known example of export bountuj.s are the so-culled import certi- 
ficateSf first used by Germany, in 1894.* 

These filled a gap in the system of agrarian protection, from which Eastern 
Germany was receiving little benefit owing to the freight-situation. 

In the course of the nineteenth century Germany as a whole had changed 
by degrees from a grain-exporting to a grain-importing country. But this was, 
to to speak, the resultant of different movements in different districts. The west 
has long been on balance grain-importing, so that there import duties have been 
effective, but the east — and especially the estates of the large landowners in 
East Prussia — has until very recently exported grain. 

The world price of grain fell heavily in the seventies, owing to the large 
supplies from overseas countries with lower costs. Before then, the west of 
Germany had imported grain and the east had been able to export it profitably, 
northwards and eastwards, at the world price. After the fall in the world price, 
this export was no longer profitable. The agrarian duties imposed in 1879 were 
intended to provide a market in Germany itself, at a price higher than the 
world price, for the excess production of the east. But.- this aim was not at 
first attained, owing to the relatively high cost of transporting grain by rail 
from the east to the west of Germany. It cost much less to send it by sea to 
Northern and Eastern Europe. 

Thus the duties on grain did not help the east at first. From 1880 to 1894 
the price of wheat in Cologne was considerably above the world (London) price; 
but the price in Korng.sberg was little higher than the world price and, indeed, 
in several years was below it. This meant a reduction of profits, and later a 
positive loss, to the east. The following figures from the German Statistical 
Yearbook show how sharply the export of grain from Germany fell off : — 


* Beckmann, Einfuhrechetnsi/stttme (1911) and Erneuerung der Einfuh^- 
scheine? " in Archiv /, Soziahvissenschaft (1925), vol, 54. ^ 
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Export of 


Wheat. Rye. 

Tons. Tons. 

1880 178.169 I 26.586 

1881 53.387 11,563 

1882 62,602 15.755 

1883 80,758 j 12.133 

1884 I 36,193 i 6,286 

1885 I 14.080 * 4,020 

1886 I 8.293 ' 3,188 


Export of 


I; Wheat. Rye. 

I I Tons. I Tons. 

I 1887 ! 2.840 I 3,137 

l| 1888 I 1,112 I 2,262 

; 1889 I 758 I 608 

; 1890 I 205 I 119 

I 1891 I .3.37 I 134 

I 1892 I 244 ' 890 

j! 1893 I 293 270 


Atiemptfi, through differeuiial railway rates and similar measures, to enable 
the wheat of the east to be sold in the west, met with no success. 

Then came the law of 4th April, 1894. Each exporter of gram received, for 
every complete 500 kg. exported, an import certificate. This was a right to 
import, within a certain time, free of duty, an equal quantity of grain (since 
1006 not necessarily grain of the same kind as that exported) or certain quantities 
of other imports, such as petrol, apices, and cocoa. This certificate could be sold 
by the exporter. In general an importer would pay for it a sum about equal to 
the amount of the duty it saved him. 

In this way the eastern exporter was given a bounty on his exports about 
equal to the import duty The export of grain from the east to other countries 
again revived. 
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In this w'ay the import certificates made possible an export bounty upon the 
grain of the east which enabled that region to benefit from the German import 
duties upon grain imposed in 1879. 

At the outbreak of the War the grain duties and the import certificate system 
were abolished. The latter was re-established in 1926 and extended to other com 
modities (cattle, pigs, sheep, and the products of millers and maltsters) 

In general, export bounties have been quite frequent since the War, but 
mostly in a concealed form, such as special railway rates, rebates on taxes and 
import duties, tax privileges, special credit facilities, and export credits guaranteed 
by the Government. Under this head falls also the whole system of State 
subsidies to shipping, which are, in effect, bounties upon the export of transport 
services There have also been overt export bounties, for example, those which 
Hungary has long given upon the export of grain. > 

® During recent years reciprocal reductions of duties, in which third countries, 
although enjoying most-favoured-nation status, do not share, have been made in 
the form of agreements between two countries to grant export bounties. Instead 
of lowering its import duty, each country permits the other party to get an 
eguivalent benefit for its e^orta by granting an export bounty. The payment 
of such a bounty costs the Government as much as an equivalent reduction in its 
import duty upon a good imported from the other country would cost it. Thus 
uicb rciciprooaf export bounties are equivalent to reciprocal reductions in duties 
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2. Effects of Export Bounties. — The working of export 
bounties can be analysed in just the same way as that of import 
duties. The direct effect upon the home price and the foreign 
price of the good in question is most readily shown by our usual 
import-export diagram. It should be borne in mind that an export 
bounty must be accompanied by a corresponding duty. Otherwise, 
ill so far as the bounty exceeds the cost of transport both ways, 
exported goods will flow back to be sold on the home market, and 
the export bounty will act as a bounty on production rather than 
only on export. Let us assume that such re-import is prevente^. 
Then figure 35 shows the effect of the export bounty in shifting the 
foreign supply curve from SS to S'S' and the foreign demand cuttc 
from 1)1) to D'D , the shitt in each case being equal to the amouni^ 
of the bounty. 

The consequences are as follows. Exports and home pro- 
duction both increase. The foreign out]>ut is diminished. The 
price falls abroad and rises at home, causing a price-difference equal 
to the hounty. The amount sold increUvSes abroad and diminishes 
at home. 

If the re-iinport were not prevented, the export bounty would 
be e(juivalcnt to a general bounty on production, to be represented 
by a lowering of the home supply cur%e. The effects on the foreign 
price and on the foreign sales would be qualitatively the same as 
those of a pure export bounty ; but the borne price also would fall 
and home sales would expand. 

As to the indirect effects, it is practically certain that export 
bounties wot'^ou the terms of trade of those countries which grant 
them (although it is possible by the exercise of sufficient ingenuity 
to roncejve cases in which the opposite would be true). 



FiK 35 


(pref du{u‘.s) by ibo two countries conrorned. finrh agreements, covonng 

qr.oUs a lung list of goods, exist between Auytria and Hungaiy and 
between Auw iia and Italy, the export bounties taking the form of cheap export 
credits. Tbo npcessary comments upon such excrescences of trade policy are 
made in chap, xxj, § 5 
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3. Appraisal. — One must concede that export bounties fit very 
well into the mercantilist system. The money paid out in bounties 
benefits the home producers^ thus ' remaining in the country/ 
exports are promoted, the balance of trade improved, and gold 
brought into the country. 

Adam Smith attacked this superficial view of the matter, and 
argued against bounties, although his arguments were not always 
completely sound — they were ably criticised by Picardo in chapter 
XXII of his Principles. 

In order to make an appraisal of export bounties we must dis- 
tinguish between (a) pure export bounties and (6) compensatory 
export bounties. The former are granted in order to encourage some 
branch of production although that branch is in no way handi- 
capped, relatively to its foreign competitors, by special taxation or 
a monopolistic enhancement of the prices of its means of produc- 
tion or any similar burden. The latter are granted solely to 
counteract some such burden. 

The decisive argument against pure export bounties, stated by 
Adam Smith and in a still better form by Ricardo, is the same 
as that against tariffs. Export bounties divert trade away from the 
lines indicated by comparative costs. Such bounties are a gift to 
the foreigner. Either they induce the economy to produce goods 
which could be obtained at less expense from abroad in exchange 
for others, or they induce the subsidised industries to expand their 
production beyond the point at which (owing to diminishing 
returns) it ceases, from the rational standpoint of comparative costs, 
to be profitable. 

Thus bounties of this kind are in principle similar to tariffs. 
All the arguments for and against tariffs which we have already 
considered apply mutatis mutandis to them also. 

Compensatory export bounties are to be judged differently. We 
may divide them into several groups. (1) If a consumption tax is 
imposed on a certain commodity, for example spirits, it is of 
course quite proper to refund the tax when it is exported. W^hether 
this refund should be called an export bounty is a question of 
terminology. (2) The same holds good of those cases in which the 
bounty is merely a compensation for the duties imposed on the 
imported raw materials and means of production used in making it. 
(3) The same holds good again of export bounties given to finishing 
industries by cartels and trusts making producers’ goods in order 
to compensate them for the unduly high price of such goods and to 
enable them to meet the competition of foreign industries which 
have bought such goods (from the cartels or trusts) at a dumping 
price. The best-known example of this is the system of bounties 
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by whicli the German iron- and steel-usin^ industries are in some 
measure compensated for the high home price of iron and steel 
fixed by the German cartels/ (4) Under certain conditions it is 
also proper for a country A to grant an export bounty which only 
just compensates for a duty imposed by country B. In this case, 
as in the first three, the bounty restores the situation which would 
exist under unrestricted Free Trade. Country A, in effect, gives 
some tribute to country B as the price of a restoration of the situa- 
tion existing before the duty was imposed, and it is possible — but 
not certain — that the price may be worth while. j 

But these considerations do not justify export bounties as comt 
pensation for a higher general level of taxes than prevails abroad .\ 

It must further be remembered that in all these cases the\ 
favourable effect can be destroyed through the imposition of an 
equalising duty by the foreign country. 

§ 6. Anti-Dumping Duties. 

The arguments for and against ordinary protective duties a]>ply 
also to anti-dumping duties. 

This is true of long-run as well as of sporadic and intermittent 
dumping. The effects upon the importing countrj^ of imports which 
are cheap because they are dumped are in no way different from 
those of imports which are cheap for some other reason. Temporary 
dumping may harm the importing country, but so may the tem- 
porary import of cheap goods due to some other cause. There is 
a valid distinction between dumped imports and other cheap imports 
only when the former are due to ‘ cut-throat ’ dumping, undertaken 
in order to destroy competitors and later raise the price. We may 
perhaps add that the probability that the cheap imports will con- 
tinue is less when they are dumped than when they are cheap for 
other reasons. 

There is no doubt that tariffs may be a suitable wea])on with 
which to fight dumping. However great the financial resources 
of the dumper, an anti-dumping duty of appropriate height will 
soon bring the dumping to an end. 

A question which demands more discussion is whether duties 
are a suitable means of preventing, as well as of curing, dumping. 
Protectionists always claim that a Free Trade country, or one with 

7 This IS simply an extended form of price discrimination. The fnroij^n 
demand for tlie unmonopoHsod (finished) goods of that country is very elastic, 
rt therefore pays the monopoly to fix a lower price for those of its produc'ta 
which are destined for export,, embodied in the unmonopnlised goods Uut other 
motives also affect the behaviour of the monopoly ; for example, fear that the 
protective tariff may be removed. 
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low duties, is far more exposed to dumping than a Protectionist 
country. They have long pointed to England as the dumping 
ground of the world. This argument for tariffs is closely bound 
up with the argument, already discussed,® for tariffs to ensure the 
market. Here we need only add a little to what we said in that 
connection. 

I believe that Dietzel® was the first to protest against the view, 
then universally accepted, that tariffs are a good prophylactic 
against dumping. But his reasoning is not altogether free from 
faults. We shall not examine it in detail, but shall try to state it 
briefly in a more correct form. 

Dietzel is absolutely right in declaring that the existence of 
tariffs, no matter how high, provided they are not prohibitive^ 
affords no protection against future dumping. Since, in spite of 
the tariffs, some imports do come in, there must be a price-difference 
between home and abroad equal to the amount of the duty plus 
freight. In other words, the price of an imported good stands at 
the import-point in the protected country and at the export-point in 
the foreign country, so that any fall in price or export bounty, how- 
ever small, in the latter must at once lead to increased imports. A 
duty of 100 per cent, in no way hinders the foreign producers from 
increasing their exports, if the price of the good is 100 per cent, 
higher in the protected country. 

These considerationa, of course, apply equally to non-dumped imports, due, for 
•example, to exceptional harvests abroad. Thus the mere existence of agrarian 
tariffs affords no guarantee against a crisis in home agriculture due to increased 
imports, if there is normally some import in spite of the tariffs. The tariffs 
extend the margin of profitable home cultivation, but there are always marginal 
concerns which may be in difficulty if imports increase, and prices fall, owing 
to large foreign harvests. 

Always provided that imports do come in, a temporary crisis can be relieved 
only by raising duties or imposing nctr> ones: the existing duties can do nothing 
to soften it. 

Of course, even prohibitive tariffs cannot protect a country from an agricul- 
tural crisis due to over-production at home. They can do so to a limited extent 
only if before the crisis they were not fully utilised, the margin of cultivation 
not being extended as far as it could have been, so that even the marginal 
concerns can stand a certain fall in the price. 

Ricardo pointed out*® that prohibitive tariffs not merely failed to afford pro- 
tection against agricultural crises, but were also themselves a source of price- 
disturbances which the country would not suffer, or would not suffer to the same 
extent, m the absence of such tariffs. If a Free Trade country has good harvests 

** Chap, xvii, § 7. 

® “Free Trade and the Labour Market'’ in Bronomic Jouinal (1905), vol. 15 
(published in German m 1902) ; Pigou, “ Pmfessor Dietzel on Dumping and 
Hetaliiition “ in same vol. of Economic Journal; Viner, Dumping^ chap. ix. 

Ricardo, On Protection to Agriculture^ §. ^ • Under a system of Pro- 
tecting Duties, established with the view to give the Monopoly of the Home 
^^arket to the Horae Grower of Corn, Prices cannot be otherwise than fluctuating." 
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then — ^unless the rest of the world also has good harvests — there is no need for 
the home price to fall at all sharply, since the surplus can be exported. If the 
tariffs, although they may be high, are uot prohibitive, and imports do come in, 
a good harvest at home leads not to a sharp faU in price but only to a diminution 
in the amount imported. But if the tariffs are prohibitive, so that there is no 
import, a plentiful harvest at home must cause the home price to fall to the level 
of the world price before relief can be obtained by exporting. 

Thus tariffs prevent dumping only when they are prohibitive. 
Every duty which is so high that import has ceased must be greater 
than the difference between the home price and the foreign price. 
The home price stands below the import-point and the foreign prij^e 
above the export-point. Therefore the export bounty must reach \a 
given height before it permits the foreign exporter to surmount the 
tariff wall. It is not enough for the dumping-price to be a shadi^ 
lower than the price prevailing abroad; it must be lower by thd^ 
excess of the duty over the price-difference between the foreign^ 
and home market. The foreign export-price must be reduced to the 
export-point; and this is a financial burden. The higher is the 
prohibitive duty, the more effective is it in preventing dumping. 

It follows that ordinary tariffs are in part ineffective against 
dumping and in part prevent it only at the coat of a permanent 
contraction in international division of labour. The only cases 
in which a favourable result is conceivable are those in which 
normally there is no import, so that a duty does no harm. 

There is something to be said only for ad> hoc anti-dumping 
duties, to meet each case as it arises. But the administrative 
difficulties of such a system and the danger of its being misused 
for purely Protectionist ends are very great. Nor does the history 
of anti-dumping duties offer any encouragement. 

§ 7. International Monopolies of Raw Materials and Inter- 
national Cartels. 

I. General Remarks, — ^Protection is a necessary condition for 
any considerable amount of dumping. But in addition the mono- 
polistic organisations which practise dumping owe their very 
existence, for the most part, to protective duties. As Havenmeyer, 
the American sugar producer, remarked before the Industrial Com- 
mission of 1900, The tariff is the Mother of Trusts.'* Perhaps 
it would be an exaggeration to say that every cartel and every trust 
is the child of a tariff, but beyond doubt the majority of cartels 
hold together only because of a protective tariff. It is far more easy 
for the few producers of a small country, sheltered by duties, to act 
together than it is for the numerous producers of a large economic 
region. If all tariffs were removed tomorrow, very many entre- 
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preneurs would lose the monopolistic position which each today 
possesses in his own line and country, while most of the existing 
cartels would vanish or would cease to exercise any power. For 
without a tariff each producer has only the natural protection of 
transport costs; as soon as his price exceeds the level at which 
foreign producers can profitably sell in his country they will 
commence to do so. 

These views are confirmed a thousandfold by experience. Cartels 
have developed much less in England than on the Continent. This 
is partly due to such factors as the proverbial individualism of the 
English entrepreneur, but it is largely due to the absence of pro- 
tective tariffs. Nor is it a mere coincidence that the rapid growth 
of cartels in Germany began just after she adopted Protection in 
1879. 

There are two kinds of exceptions to the general rule that 
monopolies are due to tariffs. In the first place, there are local 
monopolies^ protected by transport costs. In the second place, there 
are international monopolies. These range from the complete 
control of the supply of a commodity throughout the world to the 
control of a large part of the supply — or at least sufficient to affect 
the market price — within two or more customs areas, protected 
from outside competition by tariffs or transport costs or both. 

We must distinguish two classes of such international mono- 
polies. Each class presents problems of its own. (a) One country 
or a small group of countries has a monopolistic position on the 
world market, which it endeavours to exploit by charging high 
prices to the rest of the world (for example, the monopoly of quick- 
silver by Spain and Italy or the Franco-German potash syndicate). 
(b) The producers of all countries, or at least of a large number of 
countries form (through their national cartels, if these exist) an 
international alliance or cartel in order jointly to restrict pro- 
duction and control price. 

International monopolies of the first class are based almost 
always upon control of raw materials. One country may contain 
most' or all of the sources of supply of an important raw material. 
Hut the further processes of working up these raw rnauiiah can be 
carried out in many different places, even if the cost of doing so is 
higher in some places than in others. 

International monopolies of the second class raise the question 
of whether, as many people suppose, international cartels provide 
a means of escape from the errors of Protection. 
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2. International Monopolies of Raw Materials.^ — The mere 
fact that the sources of supply of a given raw material lie wholly 
or mainly within the territory of one State does not make possible 
a monopolistic exploitation of the rest of the world or, more exactly, 
of the consumers in other countries (and perhaps also of the con- 
sumers in, the country in question). There is a further condition 
necessary to enable such a monopolistic exploitation to take place ; 
the producers must somehow be organised for the purpose of restrict- 
ing production and supply. Nearly all the raw materials which 
fulfil the first condition are agricultural or mineral products p^ro- 
duced not by a few large undertakings but by numerous small 
ones. Thus the intervention of the State is nearly always necessary 
in order to create an organised monopoly and to restrict supply. 
Wallace and Edminster, in their International Control of Raw 
Materials enumerate twenty raw materials which in recent years 
it has been sought, with at least temporary success, to bring 
under monopolistic control. Only in two of these twenty cases — 
quinine and quebracho bark — did the State play no part. The 
following cases are the most important from the standpoint of 
world trade: currants (Greece), camphor (Japan), coffee (Brazil), 
quicksilver (Spain and Italy), nitrate (Chile), potash (Germany and 
France), rubber (British Malaya), silk (Japan), tin (British 
Malaya), sulphur (Italy and the United States). Two of the most 
important of these attempts to restrict supply have since broken 
down: the Rubber Restriction Scheme and the Coffee Valorisation 
Scheme. 

The State may intervene for any of the following purposes: (1) 
to obtain revenues for itself, at the cost either of its own producers 
or, w^here possible, of foreign consumers. This was the main object 
of the Chilean export tax on nitrate. As the Chilean nitrate met 
with no competition, it was possible to shift the burden of the 
export duty, to a certain extent, upon the foreign consumers. 
Since then, the development of synthetic nitrate has fundamentally 
changed the situation. (2) To stabilise the price and, if possible, 
to ensure a higher price to producers. The schemes for rubl)er 
and coffee provide illustrations of this, (3) To afford Protection in 
order to establish or maintain industries working up the raw 
material within the country. An example is the tax on tin ore 
exported from British Malaya to countries outside the British 
Empire. (4) To favour home consumers as against foreign ones. 

1 See Viner, “ National Moriopolie.s of Raw Materiala “ in Caufff'S of Wftr (J932)t 
Wallace and Edminster, Interna fioval Control of Raw MnUrials (1930); 

Artificial Control of Raw Material Supplies ” in Econornir Journal (1950), vol. 40, 
■and Memoranda by the same, author published by the Jjoridon and Cambridge 
Economic Service 
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Thus the Prussian State enabled German agriculture to obtain 
potash relatively cheaply. The Webb-Pomerene Act of the United 
States, which permits cartels only for export purposes, is another 
example. (5) To conserve the resources of the raw materials in 
question by preventing too rapid a rate of production. 

The State may adopt any of the following methods to raise the 
export price of the monopolised commodity : (1) the imposition of a 
State monopoly, or of a monopoly of production or trade controlled 
by the State. Examples are the German potash monopoly and the 
Japanese camphor monopoly. (2) The formation of a private mono- 
polistic organisation which the State compels producers to join. 
Examples are the sulphur syndicate in Sicily, the nitrate syndicate 
in Chile, and the Spanish-Italian quicksilver cartel. (3) Duties or 
quotas upon exports. (4) Restriction of Production. Examples are 
the llubber Restriction Scheme and the taxes on new coffee planta- 
tions in Brazil. (5) The fixing of a minimum price. This usually 
implies some restriction of production. (6) State purchases of the 
commodity in order to raise its market price. This method has 
been much used by the Brazilian Government to support the price 
of coffee. 

In general, attempts to monopolise raw materials have not met 
with much success. They have sometimes been of benefit to the 
producers, but more often, especially in the long run, they have 
l>een of considerable injury to them. For the world economy as a 
whole all these attempts have been of relatively minor significance; 
and most of them have not lasted long.* Either it proves impossible 
to restrict permanently the total supply, owing to the growth of 
production in countries outside the scheme or technical progress 
evolves substitutes, as in the case of synthetic nitrate, which com- 
pete with the monopolised commodity. The former alternative is, 
of course, more likely if the price is maintained (as it was in the 
case of rubber) at a level which yields abnormally high profits to 
outside producers. The fear that certain countries will l»e able, 
through their control of certain raw materials, to extort tribute 
from the rest of the world— a fear which is the opposite of the fear 
of dumping — has at present no real basis. 

3, International Cartels.* — The question of international 
cartels, that is of uniting the producers, in a given branch of 


2 The unprecedented fall since 1928 in the prices cf raw 
paid to ho attnhuied to previous muiuipolistic rxeesees ; it is iievertiiilp. . a ^ 
illustration of nur thesis. , ^ ^ *■ Th« 

“ The whole literature on cartels deals also with international cartels TU 

League of Nations and the International .<■ hamher of ( ommercc ^ so 
VsT,rious memoranda reports on the question by Giegor, 
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industry, of as many countries as possible into an organisation to 
exercise a single planned control over production and price and 
possibly to divide markets between tbe different producing countries, 
has aroused much interest since the War. It has been discussed at 
many international conferences and has afforded an outlet for the 
phantasies of numerous writers. The motive has been less the 
fear of monopolistic exploitation of consumers than the hope that 
agreements among the producers of different countries, united in 
international cartels, might prepare the way for the removal or 
lowering of tariff barriers. We shall confine our remarks upl^n 
international cartels to the question of whether this is desirable or 
possible, since to examine international cartels in all their aspects 
would involve an analysis of the wliole cartel-problem and would 
take far too much space. 

The hope in question seems very dear to the French. They have 
declared again and again at conferences of the League of Nations 
and of the International Chamber of Commerce that a far-reaching 
cartellisation of as many branches of industry as possible in order 
to exercise an international control over production — that is, to, 
eliminate free competition — is an indispensable preliminary to a 
general lowering of tariffs. It is interesting to note that it is 
France, the country which has moved less than any of the great 
European States in the direction of collectivism, who is the strongest 
advocate of this sort of planning in the international sphere.^ 
Germany — the classical home of cartels and intervention, taking 
an important share in all the international cartels — remained, on 
the whole, sceptical and unsympathetic to the French thesis of 
forming international cartels in order to lower tariffs. 

The French industrialist and politician Loucheur, one of the 
most influencial advocates of the cartel idea, explained, in a speech 
before the World Economic Conference at Geneva in 1927, that the 
only way to solve the European economic problem seemed to be 
'' to organise the European industries upon the horizontal method, 
that is, by branches of industry. Only in this way can we begin to 
make the important adaptations which are necessary, and . . . the 
international cartels will . . . also in part solve the question of 
reducing tariffs." 

At the international conferences the French thesis was opposed 
by the representatives of countries with a liberal trade policy — 
England, ITolland, and the Scandinavian countries — together, as 

Lammers, R. Conte, Domprat/Uy, The International Cartel Movement (Trade 
Information BnUetin, Washington, annual report) ; Costa, Le t6lt iconomique 
den unionfi international eft de modvctevrn (1952); A. IMumer, International Com* 
bines in Modern In dust rtf (1934) 

* The French liking for import quotas also illustrates this curious attitude. 
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we have observed, with Germany. And it was opposed with good 
reason. The thesis proves on closer examination to be a false one, 
introduced as a red herring by Protectionists. 

(I) The first thing to do is to get at least an approximate notion 
of the scope and significance of the existing international cartels 
and to estimate the proportion of total world trade formed by com- 
modities under their control. This is no easy problem, since not 
much work has been done in this field. Liefmann estimates the 
number of international cartels at the beginning of the century 
at 40, Harms estimates it for 1912 at 100, and Wagenfiihr estimates 
it for the post- War period at 320, of which 230 were industrial 
cartels.® But this is of little help, since their economic significance 
cannot be counted in figures but must be estimated qualitatively. 
But ordinary observation and general considerations suggest that 
one should not rate too highly the part played by international 
cartels in world trade. 

The general remarks which writers have made as to the suita- 
bility for cartellisation of various branches of industry of course 
apply also to international cartels, but with the qualification that 
all the difficulties and obstacles in the way of cartellising a branch 
of production increase in geometrical proportion to the number of 
participating countries. It is much more difficult to bring together 
the producers of several countries than those of one country. But, 
in addition to that, national cartels — ^the indispensable forerunners 
of international ones — are not equally developed in different 
countries, nor are all countries equally willing to take part in an 
international agreement. Thus the possibility of forming an inter- 
national cartel at all, and the length of time for which it will hold 
together if formed, depend upon whichever country is the weakest 
link in the chain. For example, the cartellisation of industry is 
less developed in England than elsewhere; hence England is not a 
member of most international cartels, and this fact greatly limits 
their power. Moreover, the fact that England would remain outside 
prevents a number of international cartels from coming into 
existence. 

Cartels can achieve their aim of raising the price* for any con- 
siderable period of time only if they can in some measure control 
the production, and this in turn is possible only when the output is 
not too widely distributed among different producers. Hence the 
cartellisation of agriculture is out of the question. Thus the 

* The world crisis has greatly lessened the importance, and to a less extent 

the number, of international cartels. i u- u 

* Price in the widest sense, including conditions of payment. Cartels wmcb 
divide the market regionally among their members thereny also affect the prfce. 
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proposal for international cartels can contribute nothing towards the 
solution of the problem of agrarian protection, which plays such a 
dominant part in the Protectionist system of most countries.^ 

Again, every industry in which the bulk of the output is con- 
tributed by small or medium sized firms is unsuitable for cartellisa- 
tion. This rules out all industries in which individual craftsman- 
ship or design or taste, or frequent changes of fashion, play a 
large part. All the textile and wood-working industries are very 
little suited to cartellisation. 

The following groups of industries are the most suitable for 
cartellisation on an international basis : \ 

(a) Industries closely based on raw materials and able l|to 
prevent the entry of outsiders by a strict control of the raw-material 
supplies. Apart from the raw-material monopolies already 
mentioned, the international lead, magnesium, copper, aluminium, 
and zinc cartels belong to this group, as do in part the cartels of the 
chemical industry. But all except the last named are concerned 
with raw materials upon which most countries levy no import 
duties. Hence they hold no interest for tariff policy and are 
important only in that they exploit the consumers. 

(b) Very important are cartels to exploit patents. These play a 
large part in the electrical and chemical industries. Examples are 
the incandescent lamp cartel and the ball-bearings cartel. 

(c) Most important of all are cartels in those industries in which 
the advantages of large concerns are especially great and in which, 
therefore, there is most concentration. Newcomers are deterred by 
the large amount of capital (which must largely be transformed into 
very specific forms) required to set up a concern approaching 
optimal size. The iron and steel industry falls into this group, 
together with part of the chemical and artificial-silk industries. 
Probably the best-known example of an international cartel is the 
Continental Crude Steel Cartel. But, in addition to this, the iron 
and steel industry has established a whole series of cartels for' rails, 
tubes, and so on. Those who hope to reduce tariffs through inter- 
national cartels produce the international cartels of this industry 
as their show-piece. 

Nevertheless there is not much ground for this hope, for 
international cartels cover too small a sector of world trade and 

^ But thia has not prevented varioua proposals, especially by the French, to 
set up agricultural cartels, e.p., a wheat cartel. These, however, do not relate 
to cartels in the usual sense but to State intervention, Glovemment purchases, and 
so on. The Canadian ‘ wheat pool ’ is well-known, but its attempt to keep up 
the price of wheat was soon frustrated. The American New Deal has evolved 
various methods to reduce and control agricultural output and was very success- 
ful in solving the problem of poverty amidst plenty by removing the plenty. 
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have nothing like sufficient cohesion to do much in this direction. 
If one does not wish to resort to the strongest kind of intervention, 
in order to compel firms to join international cartels — a course 
already urged by influential French exponents of the cartel idea® — 
it is clear that for purely quantitative reasons the existing inter- 
national cartels are not a suitable instrument for demolishing tariff 
walls within any measurable time. And our next point, which 
follows, strengthens this view. 

(II) Many of the present international cartels owe their own 
existence to twrifjs. They are therefore scarcely adapted for 
destroying tariffs. Unless the industry in question happens to be 
about equally strong in every participating country, the weaker 
national groups would not and cannot give up their tariff pro- 
tection. The members of the so-called international ‘cartels are 
usually united by rather loose agreements, and the allocation of 
quotas and sales areas is made only for a short period at a time. 
Negotiations, often very difficult, as to the allocation of quotas and 
markets among the members when the existing agreements expire, 
are going on nearly all the time. It cannot be too strongly 
emphasised that in these struggles, in which each member-country 
tries to get better terms from the others as the price of its 
adherence, the strongest means of exerting pressure is the existing 
tariffs and, in particular, the possibility of raising them. Indeed, 
in recent years many tariff increases have taken place or have been 
definitely threatened with the expressed intention of strengthening 
the position of the national industry in its negotiations with its 
international cartel. Hence the weaker members of international 
cartels will not willingly forgo their actual or potential tariff 
protection. 

Of course this is not to deny that if tariff walls were removed, 
let us say in Europe or in Central Europe, then European or 
Central European cartels would replace national ones. But this 
would happen only after tariff walls were removed over a certain 
area. W^ithout such a removal, this development would take place 
only in those exceptional cases in which, in spite of the tariffs, 


^ The experts of the League of Nations have strongly denounced this course. 
" The experts expressly point out that the establishment of international industrial 
cartels should not be brought about artificially by measures of compulsion. It 
is much better to let them arise from the free initiative of the participating 
groups as a result of the prevailing economic circumstances. Both the foundation 
and the actions of the cartels should be quite free from the influence of Govern- 
ments, whi(^ may use them to promote their own aims in the sphere of trade 
policy.'* B,ewrt of the Economic Experts of the Buropa- Commission of the 
League of Nations. 
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approximately the same situation prevailed as would prevail under 
Free Trade.® 

We now turn to the decisive argument against this whole idea. 

(Ill) International ind/ustrial cartels can facilitate the reduC'- 
tion of tariffs only when they themselves serve as substitutes for 
tariffs^ so that the Protectionism of cartels replaces the Protec- 
tionism of tariffs. For in what way could international cartels 
facilitate tariff reductions? Clearly by guaranteeing to the weaker 
members the same relative position which they enjoy under the 
existing tariffs. This is most plainly seen in the case of inter- 
national cartels to allocate markets. (The majority are of this 
type.) Such cartels divide the total market among their members 
and delimit the sales areas of their various member-groups or 
individual firms. If they agree upon the same division, despite the 
tariffs, as that which would prevail under Free Trade, both the 
tariffs and the agreements are superfluous and the removal of the 
tariffs makes no difference in this respect. But if the division is 
different from this, then its effect is similar to that of tariffs; it 
maintains an irrational situation and makes more difficult, or 
prevents, an international division of labour. 

International cartels may be of advantage in other directions. 
They may make possible a pooling of knowledge and may eliminate 
some waste, such as that due to competitive advertising. They 
may perhaps be welcomed as the forerunners and pioneers of an 
economy united on an international basis. They may be expected 
to lessen the severity of economic crises (although this hope is not 
altogether supported by experience). But as a means for reducing 
tariffs and for painlessly enabling the advantages of international 
division of labour to be enjoyed, they are not suitable. If we shrink 
from the difficulties of adaptation, we must renounce the advantages 
of the international division of labour. But the conflict of interests 
is too strong to offer any hope that the various parties will 
voluntarily unite in an international cartel in order to renounce 
tariff protection and to carry out under their own banner all the 
adjustments required to give full effect to the international division 
of labour. 

Another question, which would demand very careful considera- 
tion, is whether the adjustments which would follow a reduction 
of tariffs might not be facilitated by planned intervention by the 


» The fBCt that industrial groups are of equal strength (that ]•. 
the same cost-conditions) in the participating countries is no proof ttat they woiu 
remain bo if UriffB were removed. Under Free Trade it might easily be profl 


remain so if tariffs were removed. Under F; 
to expand one group and liquidate another. 
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State in the form of Bubsidies and bouaties to hasten the consequent 
adaptations. But at present, when there is not general agreement 
upon the desirable goal, it is too early to bother about the detailed 
technique. The simplest way to facilitate the transition is to 
agree upon a general reduction of all tariffs. 




PART 11. 


C.— THE TECHNIQUE OF TRADE POLICY. 




CHAPTER XIX. 


THE CONTENT AND FORM OF TARIFF LAWS AND THEIR 
APPLICATION. OTHER KINDS OF PROTECTION. 

§ Inthodijctoht. 

We have hitherto supposed the height of the import duties, 
together with the customs area and the goods to which they apply, 
to be definitely given. We must now enquire how it is decided in 
any particular case whether a good is subject to duty, and, if so, 
how much duty must be paid and at which place and at what time. 
If such matters are not to be left to the arbitrary decision of the 
customs authorities, and if as much uniformity as possible is to 
be secured in carrying out the various regulations, those responsible 
for framing the relevant laws and decrees have a very difficult task 
to perform. The general terms and expressions which must be used 
often prove in their application to be ambiguous and not sufficiently 
precise. Take, for example, the phrase, ‘ the value of the good.’ 
Dues this mean its value at the place from which it is sold, or its 
value at the frontier, or its value when finally received by the 
buyer? Again, it is often not easy to determine exactly the various 
facts upon which the amount of the duty depends. To secure 
uniformity of practice, detailed instructions as to procedure must 
be given to the customs officials. Examples of such instructions 
are those describing how to ascertain the value or the net weight 
of the good subject to duty.' 

§ 2. The Tariff Schedule and the Customs Area. 

A tariff schedule is a list of all the existing import duties. An 
import duty may be laid down in a law or in a decree or in an 
inter*State agreement. Hence one can distinguish between 
avtonomous and agreed (or ' conventional ’) duties. Moreover, the 
tariff law or agreement may provide either for one or for two or 
more different rates of duty upon the same good. Hence we can 
distinguish between a single tariff, a double tariff, and a tariff with, 

> The beat general treatise on the technical problems of commercial policy 
is Gregory, Tanfjt: A Study in Method (1921). See also Gruntzel, System dtr 
Mandmjxditik, 3rd edn., Dictionary of Tariff Infomwtion and Tht Tariff and lt$ 
Bittory, both published by the U.8. Tariff Commission, Washington, 1924 and 
1934 ; Culbertson, International Economic Policies (1926) ; Oreiff, Die neuen 
Methodsn der Hand^potitih (1934). 
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more than two columns. Under a single tariff, no distinction is 
made between the import of the good from one country and from 
another, except that it may be allowed free entry from certain 
countries. The tariff with several columns (or ' decks ’) dis- 
criminates according to the country of origin of the good^ 
or the country from which it is consigned. The double 
tariff distinguishes either between autonomous and conventional 
duties or between maximum and minimum duties. Conven- 
tional duties apply to goods coming fronl countries w^th 
which there is a relevant trade treaty or agreement, aWd 
autonomous duties to goods coming from other countries. 
Minimum duties are usually laid down by Parliament in the tariff 
law and fix a lower limit to any concessions which the Administrar 
tion may make. The minimum duties may apply automatically to 
all countries with which there are relevant trade agreements, the 
maximum duties applying to the other countries. Sometimes a 
distinction is drawn between ‘ deferred ’ duties, which are held in 
reserve to be applied, for example, if a tariff war arises, and the 
normal tariff ordinarily in force.* These various distinctions are 
easy to understand from an economic point of view. But the 
terminology used to describe them is not quite uniform. Different 
terms may be used owing to some peculiar feature of the political or 
legal situation or to overcome some tactical difficulty in negotiating 
a trade agreement. 

Most countries distinguish between the Customs law and the 
tariff law. The former lays down general rules as to the method of 
executing the law, the competence and rights of the various official 
bodies and persons, and other matters which do not further interest 
us, together with instructions as to methods of valuation. Hence 
its provisions are not very often changed. The tariff law, on the 
other hand, fixes rates of duty, which may frequently be altered. 
A kind of official commentary, which very often has the force of 
law, enumerates and describes the various goods subject to duty, 
stating under which tariff number each falls. The various goods 
often used to be listed in the tariff schedule in alphabetical order* 
or according to the height of the duty, but under the highly pro- 
tective tariffs of today they are always classified according to their 
country of origin, characteristic features, uses, and materials. A 
modem tariff schedule is a formidable affair : for example, the 

3 Of coarse, the duties could be raised in case of need by law. But since the 
legislative machine does not always work promptly, general powers to imposi^ or 
increase duties in special circumstances may be given to the Administration. 

s For example, until 1024 Belgium had an alphabeticaUy-arranged schedule 
with few and low duties. 
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national diTision of labour, the administrative difficulties and 
annoyances to be faced are thereby increased; and the general 
level of tariffs is thereby made higher than it would otherwise be, 
since it is much easier to increase the duties upon special suV 
divisions or items than to obtain an increase covering a large 
number of goods simultaneously. Moreover, the protective effect 
of a duty can be enhanced without raising the average height of 
the duty if one tariff item is divided into a number of separate items 
each with its own rate of duty. 

The World Economic Conference of 1927, appreciating th^se 
facts, demanded (at the instance of Germany) a simplification lof 
tariff nomenclature. The League of Nations set up an intw- 
national committee of experts to work out a uniform scheme for 
this- purpose. They produced a scheme very similar to that of tli^e 
German tariff. The aim should now be to induce as many countries 
as possible to adopt this proposed standard classification and, if 
possible, to promise not to create any further divisions or sub- 
divisions. But the prevailing Protectionist spirit offers little 
hope that this aim will be attained. We cannot assume that 
Protectionism will be outwitted by such a manmuvre.® 

Today the customs area usually coincides with the area of the 
country. It is well known that this was not always so. Before 
and during the Mercantilist era, and even later, there were 
numerous internal tariff districts, although then the tariffs were 
mainly for revenue.* Even today there are exceptions to the rule 
that tariff boundaries coincide with State boundaries. It may 
happen that a part of one country belongs to the customs area of 
another. Thus the German customs area includes two small 
Austrian villages which are excluded from the Austrian customs 
area on account of their geographical position. Again, it is well 
known that the French hinterland of Geneva formed part of the 
Swiss customs area until 1918. The Hague International Court 
declared that the provision of the Treaty of Versailles which trans- 
ferred this district to the French customs area was not valid. Other 
exceptions to this general rule are provided by customs unions 
(discussed later) and by colonies. 


s The complicationa of the modern tarifi schedule afford interested parties 
rich opportunities to work in the dark and to obtain special advantages at the 
cost of the community without the senwal public realising it. Some ^^ing 
examples are given by Taussig, How Tariffs should not be Made in Free Trade, 
the Tariff and Reciprocity, p. 163. But such things do not happen only in 
America, 

s Some internal tariffs still exist in the form of taxes upon foodstuffs entering 
certain cities (* octrois *). 
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8 3. Specific and Ad Valorem Duties. 

The amount of any particular import duty can be fixed in either 
of two ways. It may be laid down either that a fixed sum of money 
must be paid upon each unit of quantity (for example, hundred- 
weight) imported, or that a fixed percentage of the value of the 
amount imported must be paid. Duties of the former kind are 
termed spociflc and of the latter, ad vdloTOTn, If the true value of 
the good is known, then, of course, a specific duty can be expressed 
as an ad valorem duty, and conversely. But since it is usually 
difficult to determine accurately the value of an import, and since 
each specific duty, however specialised the tariff schedule, usually 
covers a range of different qualities and therefore of different 
values, the two kinds of duty are very different in their applica- 
tion. Each kind has both advantages and disadvantages. In 
general, ad valorem duties are the more difficult to collect, 
especially when they are high and therefore offer a greater incentive 
to evasion. Hence most countries have adopted the system of 
specific duties. But ad valorem duties still prevail in Free Trade 
countries with low tariffs, such as Holland, and in some overseas 
countries, including the United States. 

Specific duties have the following disadvantages: 

(1) They are regressive in their operation, since the cruder and 
cheaper qualities of a commodity are taxed more heavily (per unit 
of value). In consequence the home production of the finer qualities 
is less protected. Ad valorem duties, on the other hand — always 
assuming that the value can be properly determined — allow for 
differences in quality and ensure equal treatment. This dis- 
advantage of specific duties can be overcome to a certain extent by 
increased specialisation of the tariff schedule. To this end the 
amount of the duty must be made to vary with each special feature 
of the good which affects its value. Thus yarn can be divided into 
categories, for tariff purposes, according to its fineness, cloth 
according to the number of threads per square inch, petrol accord- 
ing to its specific gravity, and so on, in order that the burden of 
the duty may be approximately equal as between more valuable and 
less valuable grades. Another method of avoiding the regressive 
effect is to impose a basic specific duty plus a supplementary ad 
valorem duty. 

(2) The real burden of specific duties varies with the price-level. 
When prices are rising the real burden of specific duties, and 
therefore their protective effect, becomes less; and conversely when 
prices are falling. Thus in recent years there has been a general 
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automatic increase in the real burden of duties owing to the sharp 
fall in prices. Governments have learned to allow for this circum- 
stance in times of inflation by stating the sum to be paid in terms 
of gold and receiving whatever amount of their own currency is 
e(]^ui valent to that at the time. Sut this expedient fails when^ 
as in recent years, the value of gold itself changes. No country 
has so far made its duties vary with the purchasing power of 
geld, as shown by some general index of prices. 

(3) Specific duties cannot be applied to certain goods, such 
as works of art. A picture cannot be taxed according to its weight 
or surface area. | 

The great advantage of specific over ad valorem duties is that 
the physical and chemical properties of a good can be determined 
much more easily than its value, although one should not under-\ 
rate the difficulties of specific duties under a verj^ specialised tariff' 
— indeed, they often involve complicated chemical and physical 
researches. 

Ad valorem duties have the advantage that the burden of the 
duty can be clearly expressed and the duties levied by different 
countries can more easily be compared. It means much more to 
say that a duty takes thirty per cent, of the value than to say 
that it takes so many shillings per hundredweight. 

The difficult problem under ad valorem duties is to determine 
the value of the good. Upon which price is the duty to be based P 
The f.o.b, price or the c.i.f. price, the price including or excluding 
the cost of packing? The market price at the time when the 
sales contract is made, or at the time when the goods are dispatched, 
or at the time when they cross the frontier? Is the invoice price 
or a specially declared value to be taken as the basis for the dutyP 
The market price often fluctuates considerably during a single 
day, and varies with the grade or quality of the good, with the* 
credit of the buyer, with the length of time allowed for payment, 
and with the amount bought. In order to obtain anything 
approaching a reliable valuation, a complicated system of controla 
and penalties, with rights of complaint and appeal, is necessary. 
For example, the State may have the right to purchase the goods 
at their declared value or to examine the books of the firm (thus 
exposing it to the dangers of economic espionage)^ or may demand 
invoices certified as correct by its consuls abroad (involving extra, 
expense to the traders). Even so, sometimes, as in the case of 
gifts, there are no invoices and the market value cannot be deter- 

^ The methods of the American Customs Authorities, in particular, have led 
to increasing complaints in Europe. 
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mined. In such cases the American tariff takes the cost of pro- 
duction as representing the value, but clearly — for example, in 
the case of a picture — this is not always satisfactory. 

In order to overcome once and for all the difficulties of deter- 
mining the value of a good with a constantly fluctuating market 
value, resort is often had to official fixation of values. When 
such an official value can be revised if proof is given that it is 
wrong, the duty is still an ad valorem one. But when this is 
not possible, and the official valuation cannot be challenged, the 
duty becomes in effect a specific one.^ 

§ 4. Slidinq-scale Duties.® 

A very interesting problem, which has not so far been fully 
analysed by modern economists, is that of the so-called sliding- 
scale duties, which vary with the price of the commodity. These 
could be either specific or ad valorem, but in practice they are 
always specific. Historically, they have been confined almost 
entirely to duties on grain. They have been applied to grain 
because its price frequently changes owing to harvest variations, 
and it is such an important staple commodity that, on the one 
hand, its price can be readily ascertained and, on the other 
hand, Governments have sometimes endeavoured more or less to 
stabilise its value. 

Sliding-scale duties on grain were in force in England for 
hundreds of years. The details varied but the principle was 
maintained from 1463 to the repeal of the Corn Laws in 1846. 
This principle is simple and obvious. In order to keep the 
price of corn as stable as possible, the duty was to be lowered 
when the price rose and raised when it fell. Thus, for example, 
the law of 1827 declared that when the price was from 62 to 
63 shillings the duty should be 20s. 8d., and that for each fall 
in price of Is. the duty should be raised by 28. and for each 
rise in price of Is. the duty should be reduced by 28. The duty 
should be determined afresh each week upon the basis of the 
average price of the six previous weeks. 

The experience of England with sliding-scale duties was very 

^ A Learae of Nations memorandum prepared for the World Economic Con- 
ference, IdSf/, gives an international sarvey over the methods used in various 
countries. (7/. also Gregory, loc, cit., p. 299. 

.* Literature : Henni^sen, Die gleitende Skala fur Getreidezdlle (1912); Diehl, 
Uber die Friwe der ^nfiihrung beweglicher Zolle *' in Jahrhiichtr fur National’ 
6honomie und Statistih (1900), eeriee 3, vol. 19; Gregory, Tories, pp. 133 et eeg.; 
article, Sliding Scales in Dictionary of Tariff Information; Barnes, A Hiatory 
oj the English Corn Laws from 1660 to 1846; Fay, The Corn Laws and Social 
angland (1932). 
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unfavourable and brought the system into disrepute.^ It suffered 
from the inconvenience that it was possible to bring about a 
decrease in the duty by withholding supplies and an increase 
in it by speculatively forcing down the market price. Scarcely 
was the duty lowered than large quantities were imported in 
the expectation that it would shortly be raised again; this caused 
the price to fall and the duty again to be raised. In short, 
the effect was not to stabilise the price. Traders and speculators 
could not freely fulfil their function of smoothing out fluctuations 
in the price, and the fluctuations were in fact much greater than 
they would have been under fixed duties.^ I 

Most economists who have studied the question are of opinion 
that the failure of the system was due not only to the unfortunate 
way it was managed (especially before 1822) but also to its 
inherent defects. \ 

We cannot here discuss this matter fully. Instead, we shall 
set out some fundamental considerations, upon which a judgment 
of the whole arrangement must depend. 

Clearly an effective price-regulation through movable import 
duties is possible only in a country which imports grain, and 
which imports it, moreover, in amounts not too small relatively 
to its consumption, since otherwise a good home harvest would 
make the duty ineffective.^ Further, success is more likely when 
the import is small in relation to the world market, so that the 
world price is independent of the height of the sliding-scale 
duty. For if the amount imported has a marked influence upon 
the world price, then an increase, for example, in the sliding-scale 
duty will push down the world price and thus weaken the effect 
of the increase upon the home price. If, then, the duty is further 
increased, this implies continuous fluctuations, especially it the 
market is much influenced by speculation. Theoretically, in order 
to stabilise the home price, such a duty must be levied as will 
have that result after allowing for its repercussions upon the world 
price. But it is almost impossible to discover what size such a 
duty should be, since this can be done only by trial and error, 
and during the process the market situation will probably alter. 
The necessary conditions for a satisfactory working of sliding- 

1 The same applies to the experience of other countries, t,g, Bavaria in 1826, 
Sweden in 1830, France in 1831, and Belgium and Holland in 1834-35. 

2 Henningsen takes a different view, but this does not seem to me to be borne 
out by the statistical data he gives. Against him we can set the well-founded 
judgment of Marshall : " Her (England's) perverse mixture of prohibitions and 
sliding scales rendered it an act of gambling rather than of sober business to 
grow wheat ’* [Official Papers (1926), p. 380.]. 

3 We have already shown that fixed duties also may lead to undesired fluctua- 
tions in price. See chap, xviii, § 6. 
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scale duties were only very incompletely present in England in 
1846. When these conditions, implied above, are present, it is 
theoretically correct to make the height of the duty vary with 
the world price and not with the home price, as usually happens. 
It is necessary to make a firm decision as to the level at which 
the home price is to be stabilised and to make the duty equal 
to the difference between this desired price and the prevailing 
world price. 

Even so, the danger that such a stabilisation policy may be 
defeated by speculative manosuvres is not thereby abolished.'* In 
order to overcome all these difficulties, the regulations must become 
ever more complicated until, finally, the only resource is an import 
TThonopoly. Switzerland has had a monopoly of the import of 
grain during and since the War and her experience, as regards 
the stabilisation of the home price, has been by no means 
unfavourable.® 

It must also be remembered that, in view of the inelastic 
demand which usually prevails for grain, stability of the home 
price often is less favourable to agriculture than a variable price. 
Suppose that a bad harvest at home coincides with poor world- 
harvests and the world price is therefore high. Under either 
Free Trade or fixed duties the farmers would find at least some 
compensation for the small harvest in an increased price. But 
if at such a time the duty is lowered and the price therefore 
does not rise, the returns to the home producers of grain must 
fall. To stabilise the price is by no means the same thing as 
to stabilise the corresponding branch of industry. 

^ Uenniujzsen has proposed that the duty, to be fixed in a complicated fashion 
by means of a basic duty and two supplementary duties, shall be both decided 
upon and levied at the close of the period of time during which the imports 
subject to it have come in. Clearly, this would turn the trade in grain into a 
mere gamble. 

^ liie advocates of this scheme contend that the main advantage of restricting 
imports by means of an import-monopoly is that the same protection can be given 
to producers by imposing a smaller burden upon consumers than they would have 
to near under a duty. Suppose that under free import the price of wheat would 
be 208. a quarter and that producers have been guaranteed a price, of 40 h. Then 
under a tariff, a duty of ^s. must be imposed and the price to consumers is 
raised to 40s. An import monopoly would give producers the same benefit more 

» If we suppose that the import is about equal to the home production, 
e monopoly can sell the wheat at a * mixed price ’ of 30s. to consumers, 
without producers getting any less. It can use its profits on the imported wheat 
to keep down its home price, (In an accurate calculation, of course, account would 
have to be taken of the expansion of demand.) It is clear that this advantage 
of a monopoly is possible only if the State renounces its receipts from a wheat 
duty. Moreover, the import must not be too small relatively to the home pro- 
duction. For example, an import monopoly of grain into Germany would have, 
for this reason, only a quite small effect in cheapening the price to consumers. 
See Gross, “ Zoll- oder Monopolischut/. fur den osterr. Getreidebau? and 
Fischmeister, '* Zoll oder Monopol? ** both in Z^iUchrift fur Natiomlokonomit 
(1930) j vol. 1. On the Swiss experiences, see Landmann, DU Agrarfolitih dts 
9chwettensthtn Indu$tTU$taat€8 (1928); Hainisch, Daa Oetreidmonopol (1929). 
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§ 5. Import Prohibitions, Export Prohibitions, and Quotas. 

Import prohibitions closely resemble prohibitive duties, so that 
what we have already said about the latter applies to them also, 
and need not be repeated here. 

We shall not consider import prohibitions imposed for reasons 
other than those of trade policy, such as Security (for example, 
arms). Health (for example, prohibitions under veterinary regula- 
tions), Morality (for example, pornographic writings), and so on. 
Import prohibitions imposed for reasons of trade policy, that is to 
say in order to discriminate between the home and the foreign 
supply, were frequent in Western Europe in the first half of the 
nineteenth century and earlier, especially on finished products! 
During the War and the period of inflation which followed, they 
again became a permanent feature of trade policy, being imposed 
for purely Protectionist reasons and upon the pretext of safeguard- 
ing the currency by preventing too great an adverse balance of 
trade. After the period of inflation their importance again 
dwindled. In 1927 the League of Nations tried to get an inter- 
national agreement not to impose import and export prohibitions. 
But the application of this agreement was made conditional upon 
the adherence of certain States, and, with the refusal of Poland to 
ratify the project, it came to nothing. During the recent years of 
depression numerous countries have again resorted to prohibitions, 
either open or concealed, upon imports. The pretext is usually the 
protection of the currency. But the case presented for such prohi- 
bitions always contains Mercantilist misconceptions of the most 
primitive kind. 

Export prohibitions were numerous, upon raw materials and 
other producers* goods, during the Mercantilist period, but in 
modern trade policy they play only a subordinate part. During 
the War many countries prohibited the export of essential raw 
materials and foodstuffs in order to ensure sufficient supplies for 
their own civil and military needs. But after the War they were 
soon removed. Such export prohibitions as there are today, apart 
from those imposed upon non-economic grounds (for example, of 
national works of art), apply to raw materials, with the object of 
ensuring that they are worked up within the country. Thus 
Rumania prohibits the export of crude oil, in order to protect its 
refineries. Many countries prohibit (or tax) the export of hides 
and bones. In 1928 seventeen European countries made an inter- 
national agreement not to hinder the export of these commodities, 
and this came into force in 1929. ‘ 


s Other exunples are the prohibition of the export of ostriches and oetrich- 
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Protectionism leads to really grotesque situations when the 
country producing a raw material prohibits its export in that form 
and importing countries restrict its import in a more finished form. 
We have already remarked that Rumania prohibits the export ol 
crude oil. But Austria, which is a natural market for Rumanian 
oil (coming up the Danube), restricts the import of refined oil in 
order to protect her renneries. This dilemma has been resolved 
in the following way. The crude oil is refined and separated into 
its constituent parts in Rumania; then these parts (benzine, petrol, 
and so on) are again brought together and imported as so-called 
* mixed oil * into Austria, where they are again separated in the 
Austrian refineries. Hungary’s demand for Rumanian oil is met 
in a similar way. 

We turn to the system of quotas."^ Sometimes a given quantity 
of a good is permitted to enter duty-free or upon payment of a 
relatively low duty, imports in excess of that quantity being 
charged a relatively high rate of duty. But our remarks will relate 
mainly to import quotas^ under which the fixed amount which 
may be imported cannot be exceeded. One can distinguish between 
autonomous quotas, fixed by law or by decree, and agreed quotas, 
fixed by some trade agreement with one or more other countries. 

Each quota has a similar effect upon the amount imported to a 
duty of a given height, in the sense that under given conditions 
it is always possible to find a rate of duty which will curtail imports 
by just as much as any given quota. But a duty, so long as it is 
not prohibitive, does not sever all connection with the world 
market ; it does not prevent the amount imported from varying in 
response to changed conditions and needs. A quota, on the other 
hand, cuts all links between the home price and the price on the 
world market. 

The quota system, in any form, raises problems which tariffs 
alone do not raise. Under tariffs, the market-forces of supply and 
demand determine who shall import, and how much. Anybody 
may import as much as he pleases, but, of course, he must pay the 
duty, just as he pays the costs of transport. But if the amount 
imported is restricted to a certain quantity, then — always provided 
that the restriction is effective, in the sense that less is imported 
under the quota than would be imported under the free play of the 

by South Africs, and of date-palm ehoots by Egypt and Tunis, and of 
pineapple seedlings by Cuba, in order to prevent their cultivation in other coun- 
tries. Seyeral important countries prohibit or limit the export of scrap-iron. 

The literature is mainly in German, An extension /'b® 
text is to be found in my Dook lAbtrale und planwittschaftlicht Handeispolitw 
(1934). Of. also Hafner, Zur Theorie der mengenmassigep EinfuhrreguliMung 
Weltu>iTUeKafaieh€t Arekiv (1934 and 1935), vols. 40 and 41. F A. Haight, 
PTtnch Import Quotas. A new instrument of Commercial Policy (193o). 
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market — a new principle of selection is introduced which is divorced 
from the play of the market. The fixing of import quotas, like the 
fixing of maximum prices, is an interference with the price- 
mechanism which is alien to the 'price-system. 

When the import of a good is subjected to quota, a difference 
comes about between the home price and the foreign price which 
is not covered by the cost of transport plus the duty. Thus it 
becomes unusually profitable to import such a good, and it must 
somehow be decided who shall have the privilege of importing it. 
The most primitive method, adopted for example by France for 
certain commodities in 1931, is to permit all the units of thcj 
good to enter the country until the moment when the quota for the^ 
period is filled. The result of this is that at the beginning of each 
quota-period as large a quantity as possible is rushed into the 
country. There is no need to labour the point that this is not a 
rational method of selection. 

Another method is to sell licences to import to those who will 
pay the most for the privilege. This is perhaps the most rational 
principle of selection, from the standpoint of the importing country ; 
but it has not been used by any Government. In some countries 
it has been used unofficially to a certain extent, in that would-be 
importers must bribe the body entrusted with the distribution of 
import licences in order to obtain the right to import. 

It is customary to distribute concessions to import (usually in 
the form of licences) among the importing houses or — if the goods 
are consumed industrially — directly among the consumers. Usually 
the total quota is distributed among the traders or consumers con- 
cerned upon the basis of the relative amounts they imported in the 
year before the quota was imposed. But this is only a provisional, 
and not a permanent, solution, for as time goes on this basis must 
become obsolete. A permanent solution, in the case of a producers* 
good, involves ascertaining the relative needs of each industrialist 
who uses it ; this in turn implies a control of production ; and 
the economy comes more and more under the sway of the State 
and of those bodies or associations to which it may delegate its 
powers. 

The import licences may be distributed, especially if the good 
is a consumers* good, among traders. These then make large profits 
without corresponding effort. Skill in trading ceases to be a 
principle of selection. Instead, those who happened to be import- 
ing the good when the quota system came into force, or those with 
the most influence or the greatest skill in bribing, are the ones 
selected. But it is unlikely that a number of fortunate traders will 
be allowed indefinitely to obtain abnormal profits in this way. 
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The system will probably end in a State import-monopoly, or in 
something approaching it. This will have the advantage, from a 
Protectionist standpoint, of permitting the amount imported to be 
rapidly varied according to the situation in the home market.^ 

It is a fact recognised by both friends and foes of the present 
economic system, that import quotas lead directly away from 
Capitalism towards a planned economy. We niay leave planners 
themselves to decide whether it augurs well for the planned 
economy of the future that it should be ushered in by the system 
of import quotas, so lacking in rationality and flexibility, and 
involving, through its inroads upon the international division of 
labour, such a great diminution in productivity. But it seems 
unlikely that the system will continue to find much support, for 
already, in a relatively short time, its errors have been too glaring 
and its evils too obvious. 


§ 6. Other Protectionist Devices. 

1. General Remarks. — In addition to tariffs and import pro- 
hibitions, there is a whole arsenal of expedients for discriminating 
between the home and the foreign supply, in order to restrict 
importation and to make it more expensive, and to hinder the 
international division of labour and divert factors of production 
from the rational lines into which the mechanism of comparative 
costs would direct them. A complicated system of affording under- 
ground and indirect Protection has been created, of which it is 
often difficult to discover the full details ; and it is often as potent 
in destroying wealth as the open system of tariffs. This system 
of administrative Protection has grown to full stature under the 
increasing influence of interventionist ideas and socialistic experi- 
ments. It is an aspect of the trend towards greater State interfer- 
ence in economic affairs : a trend which is making for the destruction 
of the liberal economy and for compromises between different special 
interests at the cost of the community as a whole. It springs, 
on the one hand, from a change in intellectual outlook. The fear 
of State intervention and the belief in the beneficial results of 
the free play of economic forces (both, it may be conceded, often 

* If country A agrees with country B upon an inmort quota, the extra profits 
thereby created may go either to the importers or inaustrieu users in A or to the 
exporters or producers in B, or may be divided in some proportion or other between 
the two groups. The division will depend partly upon whether import licences 
are granted by A or export licences by B. Recently it has become custorfbary 
to include a provision as to this in the trade agreement. But it is of course 
necessary for the exporters or producers or importers or users to be united in 
an organised association. This development has gone especially far in Austria. 
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held on irrational grounds) are disappearing. It springs, on the 
other hand, from the perfection of technical administrative 
instruments and devices, which enables the modern State to under* 
take tasks that were quite out of the question twenty years ago.” 

This kind of Protection causes great trouble to traders. No 
trade agreement can adequately cope with it, since it is always 
appearing in new forms not covered by the agreements. This 
indirect preference given to home production is more dangerous 
than an import duty of corresponding height, for it rapidly changes 
its nature in an unpredictable manner, thus introducing an 
injurious uncertainty into the economy. 

2. We shall now attempt to make a grouping of interventions 
o£ this kind and to offer some illustrations. Of course^ our 
enumeration can make no claim to be exhaustive, since in this 
realm it is not possible for science to keep pace with the develop- 
ments of practice. 

(a) We may first mention customs regulations which make it 
more expensive to import by imposing unfavourable conditions for 
the payment of the duty and by similar devices. Thus the duty 
may be made payable at the frontier, which is a nuisance, for 
example, when goods are sent by post. Again, especially when 
for some reason the goods can claim a " preferential ' rate of 
duty, it may be laid down that the duty must be paid at one 
or other of certain customs oflBces; and those offices are selected 
which are most unfavourably situated, so that transport costs are 
increased. The regulations may demand expensive evidence of 
the country of origin of the goods, or special packing, or the 
use of the language of the importing country in the attached 
documents, or a mark of origin upon each separate unit in a 
consignment. Many countries deliberately make their customs 
regulations complicated and make it difficult for traders to discover 
exactly what they are. The investigation of claims is made 
expensive and caused to drag on for a long time and high * supple- 
mentary ^ fees are charged for examining the goods ; duties are 
charged on the gross weight; and so on. 

(b) a favourite device is the unfair use of veterinary regula- 
tions. Thus a long period of quarantine may be imposed upon 
living cattle or the import of slaughtered cattle may be permitted 
only in whole carcasses with the entrails still adhering, Helfferich 

• It is true that in many countries too great a strain has been placed upon 
the capacity of this apmiratus, and it has therefore worked badly. But this in 
no way alters the fact that there has been a marked increase ip its capacity. 
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declares that the German Inspection Laws do not so much protect 
the health of the German consumers as compel them (by keeping 
out foreign competition) to pay the highest possible price for 
meat/ 

(c) Discriminating freight-rates for transport by rail and by 
ship have a quite analogous effect to that of tariffs. This device 
is used to promote exports as well as to check imports. 

(d) Measures of the kind under discussion are not confined 
to making importation more expensive. Some measures have the 
object of making it more difficult for importers to do business with 
foreign suppliers and, where possible, of nipping potential new 
import business in the bud. Thus difficulties are placed in the 
way of foreign commercial travellers ; they are subjected to 
special taxes and are not allowed to bring samples across the 
frontier without paying duty upon them. Similarly, goods sent 
by post as samples or advertisements may be subjected to heavy 
duties. 

(e) In addition to making importation dearer and foreign 
competition more difficult, the State may directly or indirectly 
exert pressure upon home buyers to forgo foreign goods, even 
if they are cheaper and better than the competing home products. 
The State sets a ' good ' example by purchasing supplies for the 
Army and Navy, the State railways, and other publicly-controlled 
services, from home producers. This preference for home suppliers, 
which partly openly and partly secretly is nearly everywhere the 
rule, is of great importance owing to the large volume of expendi- 
ture made by public bodies. The difference in price between 
home and foreign supplies may be very great, especially in 
countries which are industrially backward, so that this practice 
of placing public orders with home producers often involves a 
considerable loss to the community. 

(f) The State also offers inducements to its citizens to buy 
home products. The means used are the granting of tax- and 
other concessions, together with administrative dodges of all kinds. 
Thus in Italy there are black lists of businesses which are guilty 
of the crime of purchasing from what happen to be their cheapest 
sources of supply, namely foreign countries. When the State 
purchases supplies for itself, it imposes upon its home suppliers 
the condition that they shall use as far as possible materials, and 
other means of production, which also are produced at home. 

(q) Mention should also be made of the psychological influence 
exerted upon the buying public by propaganda and business 

^ HandtU^itik^ p. 85. 
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pressiire. The ' Buy British ^ campaign has a parallel in most 
countries. Regular boycotts are often instituted against goods 
coming from certain foreign countries, appeals being made to 
national feeling and patriotism or, as in China and India, to hatred 
of the foreigner. In Finland, Holland, and Denmark an attempt 
has been made to organise a boycott of German goods as a measure 
of reprisal against increased German duties. 

(h) The positive complement of propaganda against imported 
goods is to make the use of home produce compulsory. Thus 
German regulations compel (home) butter to be added in the 
manufacture of margarine and (home) alcohol to be mi:sed with 
benzine, while in Austria home coal must be mixed with imported 
coal, and so on. 

(i) Protection by making it more difficult to effect payment is 
by no means a new phenomenon, but it has again come to the 
forefront in recent years. In nearly every country it is endeavoured 
to use the regulations as to foreign exchange for purposes of trade 
policy. A distinction is drawn between ‘ good ' and ‘ bad ' imports 
and it is made difficult or impossible to pay for the latter.* 

(j) A leading example of indirect Protection is afforded by 
tax concessions and subsidies to certain branches of production and 
individual firms, in order to strengthen them in their fight against 
foreign competition. 

3. Apphaisal. — The uninstructed public doubtless considers a 
number of these devices to be completely justified and not open 
to objection. Is it not a matter for congratulation when consumers, 
in consequence of an appeal to their patriotism, turn to home 
goods although the foreign goods may be cheaper? Is it not good 
that the State should spend the money which it takes from the 
economy in taxation only upon the products of home firms, so 
that it remains within the country? We must reply that in all 
these cases the effects upon the supply of goods and the satisfaction 
of wants* and the diversion of production from the rational lines 
of the international division of labour are exactly the same as those 
due to the diversion of demand towards home products through 
a tariff. These measures hence have in the main the same merits 
and defects, and are to be judged, and deplored or welcomed, in 
exactly the same way as tariffs. Thus we need add nothing about 
them to the remarks we have already made upon the effects of 
tariffs. 

3 On the problems of monetary policy raised by exchange control, cf, chap, 
vii, § 7. 

9 Possibly the desire to buy only home prodncts might be regarded as a want 
in itself. 
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S 7. Administrative Mitigations of Tariff Protection. 

We shall mention, only briefly, various arrangements which are 
designed to remove or to mitigate certain harsh features of a tariff 
system. These arrangements can be distinguished from tariff 
reductions in that they are not meant to affect the protective 
function of tariffs. Nevertheless, the border-line between devices 
of this kind which do not affect the amount of protection afforded 
and those which are virtually equivalent to a reduction in duties 
can seldom be clearly drawn in practice; and measures taken 
ostensibly to remove unnecessary severities (for example, the 
institution of a duty-free improvement trade) often represent 
important reductions in tariffs. 

We can distinguish two groups of measures : (a) measures to 
relieve trade, and especially transit trade, and (6) measures to free 
certain uses of goods from the burden of import duties, notably to 
free the export industries from the burden of duties upon their 
means of production. The reason for measures of the second group 
is that if the prices of means of production are raised to the export 
industries, and export thereupon ceases or is greatly diminished, 
the home producers of sxich means of production obtain no benefit 
therefrom. The same applies to an industry producing for the 
home market and using imported means of production, if a duty 
on the latter greatly diminishes the sales of the industry. 

The first group of measures includes free ports, duty-free zones, 
and the permission for goods to enter and move across the country, 
under customs supervision, without paying duty. In favourably- 
situated places (such as a place where the journey is broken, a 
harbour, or a centre of trade or consumption) small Free Trade 
zones are created within the customs area. Here the goods can 
be brought, and transhipped or stored or repacked, and possibly 
worked up, without payment of duty, and subsequently exported to 
another country or to another Free Trade zone. A duty is evie 
only when the goods leave the free port or Free Trade zone 
(which may be under either public or private administration, hut 
is always under the supervision of the customs authorities) to be 
sold upon the home market. All this in no way diminmhes the 
protection afforded to home production, while it greatly relieves and 
promotes trade, and especially transit trade. 

Measures of the second group relate mainly to the active and 
passive improvement trades. Under a duty-free active improve- 
ment trade, goods are permitted to he imported duty-fr^ under 
the condition that they are not to be consumed at home but only 
to be worked up and re-exported in their more finished form. Thus, 

] A 
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for example^ cloth is imported, is dyed or printed, and is then 
re-exported either to the country from which it came or to a third 
country. Provided that the home dyers or printers could not 
obtain this business if the imported cloth were subjected to duty 
or if they had to use the dearer home-produced cloth, there can 
be no objection against such a duty-free active improvement trade 
even from home cloth manufacturers who desire protection. But it 
often happens that the home producers (for example, of cloth) 
do lose orders, which they would otherwise get, from finishing 
industries working up similar goods imported free of duty to be 
sold abroad; and hence such exemptions from duties always give 
rise to disputes among the various parties concerned. 

Under a duty-free passive improvement trade, home-produced 
goods which have been worked up abroad are permitted to be 
imported again in their finished form free of duty. The active 
improvement trade given above as an example is a passive improve- 
ment trade from the standpoint of the other countries from which 
the cloth was exported in order later to be imported again in its 
dyed or printed form. 

Freedom from duties can be claimed for a passive improvement 
trade upon exactly analogous grounds to those relating to an active 
improvement trade, yet present-day Protectionist practice is far 
more favourable to the latter than to the former. In this respect, 
it is somewhat short-sighted, if not inconsistent. For if country 
A imposes hindrances upon a passive improvement trade, which is 
an active improvement trade from the standpoint of country 
B, then B is very likely to retaliate by placing diflBculties in the 
way of an improvement trade which is passive for B but active for 
A. The natural solution is for the countries concerned to make 
reciprocal concessions, and, in fact, this often occurs. 

There are also quite a number of other administrative and legal 
devices which may enable means of production to be imported 
duty-free for certain purposes, but these are of interest only from 
the administrative standpoint and present no- new economic 
problems. 

Another method of relieving export industries from the burden 
of duties upon their raw materials is to refund the duties when the 
(finished) goods are exported. But it is often very difficult to deter- 
mine how much duty has been paid upon the raw materials embodied 
in exported goods, and this device, therefore, provides opportunities 
for concealed export bounties and subsidies.^ 

^ We should also remark here that an export bounty under the name of * 
tax-refund is justified only in the case of a special tax. In this case the export 
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A special case of the refunding of duties is presented by the 
German import certificates for grain, which we have already dis- 
cussed. The same kind of thing must come about if proofs are not 
demanded of the identity of the goods used in an improvement 
trade. Thus there may be an active improvement trade in which 
the goods said to be ‘ re ’-exported, and for which the exporters 
receive an alleged ‘ refund ’ of duties, are not identical with those 
which have been imported, in a cruder form, to be worked up. In 
such a case it may happen that the goods enter one part of the 
country and other units of these goods (in a more finished form) are 
exported from another part of the country. The improvement trade 
then brings about, in effect, a lowering of duties upon goods 
imported into one part of the country and an export bounty upon 
similar (finished) goods exported from another part. It is easy to 
justify the reduction of duties upon the goods imported. But it 
is not at all clear why this should be linked with virtual export 
bounties, which tend to divert production from its natural locations 
to locations nearer the export markets. 


§ 8. The Concept of ‘ the Height of a Tahiff ' and the 
Methods of Measuring It.® 

Those concerned with economic policy are frequently called 
upon to make a judgment as to the height of a tariff (in the sense 
of a tariff-wall). This nearly always involves a comparison between 
the height of the tariff in one country and in another, or between 
the height of the tariff in a given country at two different points 
of time. 

But the attempt to prove such a judgment as to the compara- 
tive height of a gives tariff, and to express it in an exact numerical 
form, must face the greatest difficulties. These are not only of a 
technical statistical kind. They also arise from the fact that the 
concept ‘ the height of a tariff ’ proves on examination to he by 

no means clear and unambiguous 

Attempts have been made to measure the height of a tariff wall 
by the percentage of the total imports which consist of importe 
subject to duty. But the decisive objection to this method u 
obvious. The more closely a duty approaches the level at which it 


resembles a general export ^ Tariff Levels '* in Journal of 

Tariff Level Indices " in Economic Record (1934), vol. 10, 
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becomes prohibitive^ the smaller will be the percentage of the 
total imports formed by imports subject to this duty. A country 
which has only prohibitive duties, allowing free entry to goods not 
subject to these duties, will have an extremely low tariff wall as 
measured by this method. Thus the figures given in the Statistical 
Abstracts of the United States show that under the Eordney 
MacGumber tariff of 1922 the share of total retained imports formed 
by duty-free imports from 1923 to 1931 was on the average 64 per 
cent., whereas from 1898 to 1909, under a much lower tariff, this 
share was only 45 per cent. 

The same objection applies to the methods, frequently used, of 
measuring the height of the general level of a tariff by the average 
burden of import duties upon the total imports. These methods 
take the percentage of the total value of all imports, or of the total 
value of all imports subject to duty, which is formed by the sums 
paid in import duties, as the measure or index of relative height. 
They also have the absurd result that prohibitive duties do not 
affect the index obtained. As judged by these methods, England in 
1925 (on account of her high revenue duties) had a higher tariff 
than Italy or Germany ! Again, to take another example, the 
average duty-burden upon American imports averaged, according 
to this method, 13.70 per cent, from 1926 to 1930 as against 23 
per cent, from 1906 to 1910. A similar result is obtained if the 
receipts from duties are expressed as a share not of the total value 
of imports but of the total value of imports subject to duty (40 per 
cent. 1926 to 1930 as against 42.86 per cent. 1906 to 1910). 

In order to avoid these ridiculous results, other methods have 
been adopted. These all rest upon the following principle. Data 
are collected for as many goods as possible — ideally for every good 
which is subject to a duty — showing the amount of the duty as a 
percentage of the value of the good subjected to the duty. This 
involves converting specific duties into ad valorem duties for 
purposes of reckoning. An average is then taken which shows the 
average percentage of the value which is taken in duty. In the 
case of tariffs which apply a uniform ad valorem rate of duty — for 
example; in the case of the present Dutch tariff which imposes, 
apart from a few exceptions, a uniform and general ad valorem 
duty of 10 per cent. — there is no need to compute such an average. 
It will be seen that the methods under discussion endeavour to 
represent an assortment of different duties, some ad valorem and 
some specific, by an index showing the uniform general ad valorem 
rate to which the assortment is about equivalent. 

In carding out such computations, a number of different possi- 
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bilities and problems present themselves. These can be solved only 
if one is completely clear as to the aim which the computations are 
intended to achieve. 

I leave on one side the technical statistical difficulties. For 
example, it is often very difficult to convert a specific duty into an 
ad valorem duty, since the value of the g^ood is not known or since 
there is not a uniform market price, the specific duty covering a 
range of different qualities and, therefore, of different values. 
For this reason, and also on account of the very large number of 
different goods which enter into international trade and the great 
specialisation of modern tariff schedules, it is necessary to select a 
limited number of goods from which to derive an index. The 
computation of the Austrian National Committee of the Inter- 
national Chamber of Commerce® covers 402 goods; that of the 
League of Nations is restricted to 78 goods. 

In computing the burden of a duty upon a particular good, 
one must choose as a basis its price in either the exporting or the 
importing country. But there is always the difficulty that the 
duty influences the price. Thus the importance of a given duty 
will vary with the elasticity of supply and of demand in both the 
exporting and the importing country. Again, every duty must 
not be allowed to have the same influence upon the resulting 
average. Clearly, for example, a duty on steel is more important 
than a duty on mustard. A weighted average must be constructed. 
This raises the question of the basis upon which different weights 
are to be assigned to different duties. One possible basis is the 
share of the good in the total imports of the country or countries 
in question. Another is its share in the total exports. Another 
is its share in the volume of world trade. Another is its share in 
the volume of production of one or more countries. But, which- 
ever of these bases is chosen, the difficulty remains that the size 
of this share will be decisively influenced by the height of the 
duty. 

How is one to select the goods which are to enter into the 
computation of the index P Here, again, there is quite a number 
of possibilities. Should the goods be chosen only from those 
imported by the country in question? If so, then as soon as any 
duty becomes prohibitive it ceases to influence the index. Another 
possibility is to select instead of goods imported into one country 
goods exported from another; or, again, one could choose the 
goods which have most importance in world trade. 

A grave objection against the whole method is that once a duty 


« ZoUhdht und Tforeiiwerfe (1927). 
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has exceeded the level at which it becomes prohibitive any further 
increase in it is irrelevant. And one duty may reach this level 
when it is, say, 20 per cent, ad valorem and another when it is, 
say, 200 per cent, ad valorem. A further point is that the effective- 
ness of duties ' of equal height ’ varies between different countries 
owing to their different economic structures. 

In order to answer all the questions which we have raised in the 
preceding paragraphs and to decide which of the various possibili- 
ties shall be adopted, one must be clear as to exactly what one 
wishes to measure. This means defining in other words what on^ 
understands by ' the comparative height of a tariff wall.’ It is 
obviously not enough to reduce the various duties to one uniform 
ad valorem duty. Moreover, even if, for example, country A 
imposes a uniform ad valorem duty of 40 per cent, upon all its 
imports and country B imposes a uniform ad valorem duty of 50 
per cent, upon all its imports, it would be rash to assume that the 
tariff wall of country B is unconditionally to be regarded as the 
more protective of the two. For it may be that the imports of A 
react far more strongly to a tariff of 40 per cent, than those of B 
react to a tariff of 50 per cent. 

Thus one must decide exactly what is to be established or 
indicated by such a proposed index. Is the index to be merely 
a kind of shorthand note of the trade policies of different countries P 
If one wishes to form a judgment as to the extent of the divergence 
caused by a tariff wall from the situation which would prevail under 
the policy of Free Trade, this is not enough. In that case, one 
must not rely only upon the height of the tariff wall as measured 
by a value-percentage; one must also take account of the effective- 
ness of the tariff wall, and this varies with the different circum- 
stances of different countries. Mr. Loveday holds the view that 
it is completely false to assume that a tariff-index can and should 
provide a measure of the amount of protection thereby ensured by 
a State to its agriculture and industry.^ He proposes to approach 
the problem from the standpoint of the exporting, and not of the 
protected, country. The tariff-index should measure not the 
relative degree of protection but the relative degree of obstruction.* 
It must be conceded that the amount by which imports are curtailed 
is not necessarily a measure of the effectiveness of the tariff in pro- 
tecting home production, since in certain circumstances the tariff 
may lead merely to a reduction in consumption. NeTertheless, the 
degree of obstruction imposed upon imports depends not only upon 

7 JouTTud of the Boyal Siatistxeal Society (1029), vol. 92, pt. 4, p. 613. 

• pp. 493-4. 
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tlie height of the tariff but also upon the elasticity of supply and 
demand— and these are circumstances which the methods of com- 
puting a tariff-index, considered aboTe, do not take into account. 
Indeed, from this standpoint it is, strictly speaking, insufficient 
to compute only one tariff-index for a given country. It often 
happens that the tariff of a given country strikes severely imports 
coming from certain countries whilst leaving imports from other 
countries undisturbed. For example, before England adopted Pro- 
tection in 1932, she might well have been regarded as a country 
with high Protection from the standpoint of Switzerland, since her 
few but fairly high protective duties (the MacKenna and Safe- 
guarding duties) hiappened to apply to precisely those goods which 
Switzerland exported. Thus one should really compute for each 
country a whole series of tariff-indexes, one for each country from 
which it imports. Recognising this fact, the British computations 
(in the Blue Book of 1904 and in the Survey of Overseas Markets 
of 1925) rightly confine themselves to giving an average of the 
tariffs of the most important countries upon British exports. The 
com,putation of the League of Nations endeavours to determine an 
international index for every country. Whether such an inter- 
national index has any practical value depends upon the extent of 
the dispersion of the individual indexes. A judgment as to the 
extent to which the various indexes (compiled for different purposes) 
are capable of being united and therefore expressed by one figure 
can be formed only upon the basis of statistical experiments. 
Hitherto such a basis has been completely lacking. 



CHAPTER XI. 

COMMERCIAL TREATIES : THE FACTS. 

§ 1. Content and Fobm. 

Commercial treaties may cover a very wide range of subjects 
They may relate to ; the rights and competence of consular repre«( 
sentatives; the establishment of foreign firms and the status of 
foreign commercial travellers ; legal and police protection for 
foreigners and their property; the execution of legal judgments; 
the protection of patents, trade-marks, copyright, and so on ; import 
duties and other taxes and charges upon imports ; customs 
formalities; veterinary regulations concerning the import of cattle; 
the rights and treatment of foreign ships in home harbours ; freight 
rates and regulations applied by railways and other means of 
transport. We may group all such subjects under the four heads 
of (a) consular matters, (6) rights of foreigners, (c) transport 
questions, and (d) tariff and trade questions. 

In the course of development, the economic relations between 
States have become more and more complex, and it has therefore 
become usual to regulate certain matters (such as questions of copy- 
right, of double taxation, and of legal aid) by special agreements. 
A tendency has also come about to reserve the expression ‘ com- 
mercial treaties ’ for agreements on tariff questions. We, too. 
shall use it in this sense, unless otherwise stated. 

Concerning the form of commercial treaties, we need mention 
only the distinction between bilateral treaties (between two 
countries) and multilatefral treaties (sometimes known as collective 
agreements or International Conventions), between more than two 
countries. But it may happen that a whole series of treaties, each 
of which is formally bilateral, are the result of collective dis- 
cussions and decisions, and all have tbe same content. In the realm 
of international trade, the following International Conventions, 
which have been concluded under the auspices of the League of 
Nations and ratified by numerous States, should be mentioned: 
Convention concerning the Freedom of Transit Trade (Barcelona, 
1921); Convention for the Simplification of Customs Formalities 
(Geneva, 1923) ; Convention concerning the Transmission in 
Transit of Electric Power (Geneva, 1923). Many others have 
been planned, but have come to nothing — for example, the so-called 
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* Tariff Truce,’ an International Convention to stabilise tariffs for 
two years (Geneva, 1931). The sole example of an important and 
successful collective agreement about tariff matters was the Brussels 
Sugar Convention of 1902. 

As to the methods by which States pledge themselves in com- 
mercial treaties to maintain a certain relation with one another, 
an important distinction is to be drawn between direct and indirect 
methods. Examples of direct methods of fixing the treatment to 
be given to foreign citizens and goods are, in general terms, as 
follows. One State may agree that the consul of a foreign State 
shall have such and such rights and obligations; or that a foreign 
firm must fulfil such and such conditions in order to have the right 
to establish itself; or that an import duty of such and such an 
amount will be imposed upon such and such a good coming from 
the country with which the treaty is made. Indirect methods consist 
in laying down a measure or yardstick by which the treatment 
accorded to the other party is to be regulated. Three such measures 
are customary and each of these has its corresponding Treaty 
Clause: the Parity Clause, the Reciprocity Clause, and the Most 
Favoured Nation Clause. Under the Parity Clause, the treatment 
given by a State to the citizens and goods of the State with which 
the treaty is made must not be worse than that given to its own 
citizens. Under the Reciprocity Clause,^ this treatment must 
correspond to, or at least must not be worse than, that given to the 
citizens and goods of the State in question by the other State. 
Under the Most Favoured Nation Clause, this treatment must not 
be worse than that given to any third country. The three clauses 
may be combined, in which case the other State can choose which- 
ever of the three measures is most favourable to it. Thus, for 
example, if both Parity and Most Favoured Nation treatments are 
agreed upon, the one State must not treat the citizens of the other 
worse than its own and it must also give them any privileges which 


it accords to citizens of any third State. , . 

In the treatment of foreign nationals, for example in the rights 
of actual and legal persons before the law, civilised countries as a 
rule content themselves with being placed on an equal footing 
with the home country. But exceptions are not ^ 

(a) foreigners are treated than home nationals, the latter for 

Lamnle receiving preference in certain occupations, or (6] the 
foreigner receive treatment in 

nationals: this i. especially irequent in treaties between civilised 
and backward countries. 


Also sometimes called formal reciprocity. 

1 Also sometimes called material reciprocity. 
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We now turn to trade policy in the narrower sense of tariff 
policy. In this sphere, naturally, little use is made of the Parity 
Clause, since it is the object of tariffs to discriminate between home 
and foreign supply, and it is the Most Favoured Nation Clause 
which has by far the greatest importance. There is very seldom a 
reciprocity clcLuse in commercial treaties, although in the conclud- 
ing and interpretation of treaties the reciprocity principle plays an 
important part. 

We can divide commercial treaties in the narrower sense — ^that 
is, those which concern the imposition of import duties and their 
height — into pure Most Favoured Nation TTeaties and Tcurijf 
Treaties. Under the former, a State binds itself not to impose any 
higher duties upon goods coming from the other State than it 
imposes upon similar goods coming from any third country. Under 
the latter, the concrete provisions of particular tariffs are stated : 
for example, the import duty on butter must not be more than so 
many shillings a hundredweight. But most tariff treaties also 
include a Most Favoured Nation Clause. Under a pure Most 
Favoured Nation treaty, the amounts of the import duties are left 
to the autonomous decision of the State which imposes them, but 
every reduction in duties which it grants to a third country it must 
grant also to any country with which it has such a treaty. 

§ 2. The Content and Forms of the Most Favoxjrbd Nation 

Clause. 

1. Introductory. — The European States began as early as the 
seventeenth century to include the Most Favoured Nation Clause 
in their commercial treaties. As time went on, it became more 
and more customary to do this; several different variants of the 
Clause were introduced, but by the second half of the eighteenth 
century scarcely a commercial treaty was concluded without the 
Clause being either expressly stated in one or other of its forms 
or implied in the text. 

No other feature of commercial treaties is so much discussed 
and so hotly disputed both in legal and economic writings and by 
politicians and publicists as the Most Favoured Nation Clause. 
Some see in it a guarantee of peace and a symbol of a liberal trade 
policy ; others regard it as an obstacle to reductions of duties ; and 
yet others attack it on the ground that it prevents an increase of 
duties.^ 

2 A large part of the literature on the subject is to be found in treatiw on 
international law and Uw-joumals. The most important monographs are : 

/>!« M eisthegiinstigungsklttuad. Bine entwicklungageachichtliche Barim 
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2. UwcsoramoKAL akd Conditional Most Eavotjubd Nation 
Tbeatment. — 'W hen a State binds itself not to give worse treatment 
to imports from another State than it gives to imports from any 
third State, this obligation can be interpreted in two ways. It can 
mean either (a) that the other State receives any concession, such 
as redaction in duties, which the first State grants to any third, 
immediately and automatically and without any special reciprocal 
concession or (b) that it receives such a concession only if it grants 
to the first State the same concession, or an equally valuable one, 
as that granted as a quid fro quo by the third State to the first. 
Most Favoured Nation treatment is unconditional if interpreted 
in the former sense and conditional if interpreted in the latter sense. 
The unconditional sense is also referred to as the European inter- 
pretation, because European countries adopted it de facto as early 
as the first half of the nineteenth century and after 1860 adopted 
it explicitly and without any exceptions. The Government of the 
United States made the conditional interpretation its own and 
until 1922, with only insignificant exceptions, held to it. President 
Wilson included a demand for unconditional Most Favoured Nation 
treatment in his famous fourteen points, but it was not until 1922 
that the United States suddenly changed over to the unconditional 
form. Thereafter it defended this form with as much conviction 
and zeal as it had previously shown in defending the conditional 
form > As an example of the unconditional Most Favoured Nation 
Clause, we may quote the following extract from article 7 of 
the Commercial Treaty between the United States and Germany, 
signed 8th December. 1923. and ratified in 1925, but now no longer 

in force. 

-Itach of the High ConWing P.rti.. bind. iUelf nnconditwnaUy m 
00 hjTer o other Sitie. or condition. «d no 

my Icicle, the growth, produce or manufacture of the temtonm of the other 
thL me or rfiaU be impoMd on the importation of any like article, the growth, 

r!- r o^hrc ln‘SLtg"p:trr"7nd. lueu — nauy to 
impoM no higher^or other jhMge. or other reatriction. or prohibition, on goo 

(1906); Hornbeck, The Moet 

MadiUn, U-8.A. .(1910)| Mawi, Xulet Favoured 

fiofttofie pitt favanta (IWO)/ 7^- ^ *» and Commercial Trtaiiti 

Treatment (Wh U.8. farifl SuiethXtigung (1901): 

m ; Arhdt, bi. Zueckmamgkext dee Sy te^ derJUnU^ ^ V 

,.ky, Vnbtsehrdnkte^ pep«" Journal 0 / 

"The most f ayoureii natim clau« in cUum " in 

an exteneive bibliography). ok. in European treatie* in the fir«t 

• The conditionaf form wm alto fr^uen *7 logieal complotenest and 

baU ol the eightennth otnfcury. But it wa. 
thtrefore, for matont to be given pretenUy» »t at 
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exported to the territories of the other High Contracting Party than are imposed 
on goods exported to any other foreign country. 

** Any advantage of whatsoever kind which either High Contracting Party 
may extend to any articlei the growth, produce, or manufacture of any other 
foreign country shall simultaneously and unconditionally, without request and 
without compensation, be extended to the like article, the growth, produce or 
manufacture of the other High Contracting country . . . 

“ With respect to the amount and collection of duties on imports and exports 
of every kind, each of the two High Contracting Parties binds itself to give to 
the nationals, vessels and goods of the other the advantage of every favour, 
privilege or immunity which it shall have accorded to the nationals, vessels and 
goods of a third State, and regardless of whether such favoured State shall have 
been accorded such treatment gratuitously or in return for reciprocal compensator^ 
treatment. Every such favour, privilege or immunity which shall hereafter be 
granted the nationals, vessels or goods of a third State shall simultaneously and 
unconditionally, without request and without compensation, be extended to the 
other High Contracting Party, for the benefit of itself, its nationals and vessels.* **^ 

Under the Most Favoured Nation Clause, therefore, every 
reduction in duties which one State grants to another is immediately 
extended to all those States which stand in a Most Favoured Nation 
position towards the first one. The Most Favoured Nation Clause 
thereby establishes a nexus between all the commercial treaties 
of a country; and, if the country applies it universally (which 
hitherto has nearly always happened), gives it one tariff level which 
applies to imports from every other country. (The exceptions to 
this rule will be considered under point 4 and its economic 
advantages in the following chapter.) 

Until 1922 the United States held firmly to the conditional 
interpretation. It took the standpoint that it could not j>ermit every 
country to which it had granted Most Favoured Nation status to 
benefit, without doing anything in return, from every favour 
which the United States granted to a third country in return for 
a reciprocal concession. Such another country could receive a 
similar favour from the United States only if it paid the same 
price as the third country. Moreover, the United States insisted 
upon stating this interpretation clearly in black and white. Their 
very first commercial treaty, that with France in 1778, contained 
the conditional formulation of the Most Favoured Nation Clause; 
and article IX of the Treaty of 1828 between the United States and 
Prussia, which remained in force until the World War, declares 
that if in the future one of the contracting parties shall grant any 
favour to any other nation without receiving a reciprocal com- 
pensatory concession, the same favour shall be granted to the 


* The older formulations were much simpler. Countriee were constrained to 
adopt more and more complicated formnlationB owing to their unpleasant exj^ri- 
encee with States with whom they had made treaties ; these States had tried to 

avoid their obligations by adopting a rratricted interpretation of the Clause, 
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other contracting party, but that if the other nation makes such a 
concession as the price of this favour, then the other contracting 
party shall enjoy the favour upon payment of the same price. 

The American interpretation led to continued diplomatic dis-- 
putes,^ for three reasons. Fmt, the United States insisted upon 
applying the conditional interpretation even when the relevant 
treaties were not unambiguously expressed in this form. Secondly, 
the concept of a reciprocal compensatory concession which was 
‘ the same or of equal value ' was open to many interpretations. 
Suppose that country A lowered its steel duties to country B upon 
condition that country B lowered its wheat duties to country A. 
Suppose, further, that country C has a Most Favoured Nation 
treaty with country A. Is C justified in demanding the same 
reduction in steel duties from A upon condition that C grants A 
the same reduction in its wheat duties as B has granted A? What 
if there is no export of wheat from A to C? Or what if C has 
already reduced its wheat duties, before the arrangement between 
A and B was made? What other reduction in duties by C would 
be equal in value to A to the reduction in the wheat duties of BP 
Obviously it is for A to decide whether it considers a concession to 
be of equal value, and whether or not it can enforce its view will 
depend upon its political and economic power. Hence the condi- 
tional Most Favoured Nation Clause is to be regarded, from a 
juristic standpoint, only as a ' pactum de contrahendo as an 
obligation to enter into negotiations with the other contracting 
party. In practice the conditional Most Favoured Nation Clause 
means little more than a refusal to grant Most Favoured Nation 


treatment at all. v v j 

Thirdly, inconvenienced arose because a country which had 

both conditional and unconditional Most Favoured Nation treaties 
was bound to feel itself at a disadvantage relatively to tho^ 
eountrieB with which it had treaties of the former kind. For the 
conditional clause has the peculiarity that it leads Jo J^^t the 
same results as the unconditional clause unless it is inc u e in a 
til. commCT.i.1 Ireatie. wbich . counity ni.k» For 
0,™..y bad n«n.ro«. M<.t F..o.ir.d N.to. 

ti«.ti« with olbet Eiiiop«Mi Statw, in addition to tb. 
on. (oJ 18!!8) with th. Unitod State.. Tbno, for ..ampl., .b. 
tranted nnconditional Mo.t Fanontod "“i"” ^ 

Ib. often.<i«otod artiol. XI of tb. P«.o. of Fr.id.forb Snp^o 

.bat Oor^y granted a r^ln^ion t^t^onditional 

for a reciprocal concession, r ranee, oy 


* Cf, Htciffocity and CammtfeicA Tftatiu, 
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Most Favoured Nation status, had the right to the same reduction 
without giving Germany anything in return. But if Germany 
gave France such a concession for nothing, then the United States 
by virtue of her conditional Most Favoured Nation relation to 
Germany, would also have the right to it for nothing. Thus the 
United States enjoyed de facto unconditional Most Favoured Nation 
status towards the European countries, whilst she herself granted 
only conditional Most Favoured Nation status.* The Free Trade 
countries especially must have found it unfair to be treated worse, 
because they had nothing to offer as a reciprocal concession, by> 
the United States than Protectionist countries which continued to\ 
place great obstacles in the way of American exports even after 
they had made some relatively small reductions in their duties 
upon American goods. 

3. The So-called Reciprocity Treaties. — A number of so- 
called reciprocity treaties were concluded by the United States, 
before it abandoned the conditional interpretation of the Most 
Favoured Nation Clause. Before the unconditional interpretation 
became supreme in Europe, reciprocity treaties were concluded 
there also. The Treaties of Sardinia, concluded under the gifted 
leadership of Gavour from 1838 to 1851, and based upon the con- 
ditional interpretation, are a famous example. 

Reciprocity treaties, in the sense spoken of here, are tariff 
treaties in which two States grant one another tariff reductions 
without the intention of allowing other States to share automatically 
in these reductions. In this respect they differ from tariff treaties 
based upon the unconditional Most Favoured Nation Clause, which 
became generally accepted in Europe after 1860. 

The United States concluded such Reciprocity Treaties with 
Canada in 1854, with Hawaii in 1875, with various European and 
South American States in 1890 and 1897 and with Cuba in 1902^ 
(This last is still in force.) In 1910-11 she endeavoured to enter 
into a reciprocity relation with Canada; the Canadian Govern- 
ment and the American Congress reached a complete agreement, 
in the form of parallel legislation to come into force simultaneously 
in the two countries, but the Canadian Parliament refused to 
sanction it. 

These agreements, which are grouped together under the name 
of Reciprocity Treaties, differ considerably from one another. Some 
of them— for example, those with Canada, Hawaii, and Cuba— 

> Viner has pointed out that it would be poMible to rule out such a reenlt 
by using an appropriate formulation of the Most Favoured Nation Clause. Bui, 
so far as I am aware, this has never happened. 
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definitely forbade either of the contracting parties to extend the 
concessions it made therein to any third State, even if the third 
State was prepared to give in return the same reciprocal con- 
cessions as those given by the other contracting party. The very 
threadbare legal grounds for such a prohibition are usually that 
every country is unique in its geographical situation and other 
relevant characteristics, so that it is impossible for a third country 
to offer concession of equal value. 

The treaty with Cuba is a normal preference treaty. In the 
more recent American commercial treaties, the tariff reductions 
granted by the United States to Cuba are always expressly excluded 
from the operation of the Most Favoured Nation Clause. One 
should therefore speak not of reciprocity, but of exemptions from 
the Most Favoured Nation' Clause. 

Rbciprocitt Claubib in Ambaican Tariff Lboiblation. — We should Bay a few 
words about the 8o>called contingent duties, often incorrectly termed ' counter- 
vailing duties/ of America. The American tariff laws of 1922 and 1930 contain 
a pure Reciprocity Clause. § 369 of the ‘ Fordney-Macumber ' Tariff of 1922 
declares that there shall be a general import duty upon automobiles of 25 per 
cent, ad valorem^ but that if any country imposes a higher import duty than 
25 per cent, upon American automobiles, the same higher duty shall be imposed 
by America upon automobiles imported from that country. Similar provisions 
apply to a number of other goods. These Reciprocity Clauses are without doubt 
contrary to the Most Favoured Nation principle, in either its unconditional or its 
conditional form. Moreover, they are a very unsuitable means of applying the 
Reciprocity notion, since as a rule two countries are not both equally interested 
in taxing the import of the same good : a country which imports American auto- 
mobiles will probably have no interest in the American tariff upon automobiles. 

4. Restrictions upon and Exceptions to the Most Favoured 
Nation Clause. — In addition to the distinction between the con- 
ditional and the unconditional form of the Clause, there is a dis- 
tinction between unilateral and bilateral Most Favoured Nation 
agreements, depending upon whether the obligation to give Most 
Favoured Nation treatment is binding upon one or both of the 
parties to the contract. As is well known, the Treaty of Versailles 
contained a unilateral undertaking by Germany to give Most 
Favoured Nation treatment to the Allies for five years. 

There is a further distinction between restricted and unrestricted 
Most Favoured Nation agreements, depending upon whether they 
apply to all matters (rights of foreigners, heights of duties, 
veterinary regulations, and so on) and to all countries, or are 
limited to certain matters, goods, and countries. Professor Schiiller 
distinguishes between the restriction of the content of a Most 
Favoured Nation agreement, when it does not cover all matters or 
topics and restrictions in its ambit ^ when it does not cover all 
States, Thus, for example, the Most Favoured Nation agreement 
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concluded between Germany and France in article il of tbe Peace 
of Frankfort was formally restricted to those concessions which 
France or Germany granted to one of the following States; 
England, Belgium, Holland, Switzerland, Austria, and Russia. 

Of course, it is open to the contracting States to insert what- 
ever limitations they wish into a Most Favoured Nation agreement 
and to state exceptions to it. As a rule two kinds of exceptions, 
which could almost be held to be implied in any such agreement, 
are explicitly stated. The first relates to the small trade of the 
frontier districts. The inhabitants of these districts may bring 
small quantities of goods across the frontier either duty-free or 
upon payment of reduced duties, without a third State having the 
right to claim the same concessions by virtue of its Most Favoured 
Nation status. The second relates to the possible future formation 
of a complete Customs Unioii. If such a Union is formed, no third 
State can claim that duties should be abolished upon its goods also.^ 

In recent years there has been lively discussion as to the treat- 
ment of an incomplete Customs Union. When two countries with 
high tariffs form a Customs Union, one cannot expect them to 
abolish at one stroke their duties on one another's goods. They are 
far more likely to reduce them by stages, for example by 10 per 
cent, yearly, as Belgium and Holland have agreed to do in the 
Treaty of Ouchy of 1932.® The 1931 proposal for a Customs Union 
between Germany and Austria also provided for the gradual reduc- 
tion of duties during a period of transition. During such a period, 
which may be quite a long one, there are two possible interpreta- 
tions of the legal position. The reduced duties between the two 
countries may be regarded either as constituting an incomplete 
Customs Union and paving the way for a complete one, or as 
preferential duties. Under the former interpretation, a third State 
has no right to claim similar treatment by virtue of its Most 
Favoured Nation status, but under the latter interpretation it has 
this right. 

From a purely legal standpoint the latter interpretation must 
be adopted as the one which corresponds to the text of the treaty ; 
otherwise every preferential reduction of duties could be declared 
to constitute tbe first step towards a complete Customs Union 
and in that way Moist Favoured Nation obligations could be 
avoided. But in reality the problem is not one of positive law 


7 Whether an txpresa provision must be made for each of these two paaes is 
disputable. Tn fact, it is very frequently made and, even when not explicitly 
stated, is universally acknowledged. 

» Which Ticvor came in force mainly because Great Britain objected on the basis 
of its most- favoured -nation rights. 
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but one of lege ferenda. 1b it more belpful to hinder the formation 
of Customs Unions hj a strict interpretation of the Most Favoured 
Nation Clause or to help their formation by permitting exceptions 
to the Clause? If it were made possible for one country to grant 
preferential duties to another and, by declaring that they formed 
the first steps towards a Customs Union, to avoid extending them 
to third States, would this possibility be abused? Once these 
questions have been decided, the corresponding interpretation of 
the Most Favoured Nation Clause can be applied, and, if necessary, 
the text of the treaty can be altered or disregarded, provided 
that the relative political strength of the parties concerned permits 
such a course. We shall deal with the economic considerations 
in the following chapter. 

A number of regional exceptions to the Most Favoured Nation 
Clause have long been customary and accepted. A number of 
States make provision in their commercial treaties for granting 
special advantages to countries with which they are closely linked 
by special geographical, political, historical, and economic ties, 
without being obliged by their Most Favoured Nation agreements 
to extend such advantages to other countries. The Scandinavian 
countries form a closely-linked group of this kind, the Russian 
border Statei insert the so-called ‘ Baltic Clause ' in their treaties, 
the United States reserves the right to grant preferential duties 
to Cuba, and so on. 

But the most important reservations of this kind are those made 
by the countries of the British Empire — Great Britain and her 
Dominions— for the benefit of their mutual economic relations, 
and those which have always been made to cover colonial posses- 
sions. The British treaties declare that imports from the other 
contracting party shall not receive less favourable treatment than 
similar imports from any other foreign country. The reservation 
lies in the word * foreign.' British Dominions, Colonies, Protec- 
torates, and Mandated Territories come under British rule and 


are not foreign countries. 

Th« Phstiumtial Takhts or to* British Empire.— Until the middle of 
Uet century, when England ceaeed to be Protectionist, her tariff 
Tided for preferential duties upon imports from her colomw, and ® 
schedules of her colonies mads similar provision for importe from England^ 
When she abolished her duties on corn in 1846, her prefwential trestmMt^ 
Canadian wheat automatically lapsed. In 1860 the last tan pre wenco g 
by a colony to Great BriUin was removed, and during the next forty years Great 
Britain enjoyad no prefernutial tariff treatment from her colonies. 

Canada was the first country to establish once more pre eren la _ 

Great BriUin. She began in 1807 by granting a general reciprocid ^ 

duties an eighth lowar than those of her general Unff, whiA 
BriUin, Naw South Wales, and BritUh India. In th. following year Canada 
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changed her tariff law. In addition to a general tariff and to a reciprocal tariff 
which she applied to all countries which gave her tariff favours, she instituted 
a preferential tariff exclusively for goods imported from the Empire; the reduc- 
tions granted to Great Britain represented at first 25 per cent, and later 33]^ per 
cent, of her general tariff. Preferential duties were also granted to British goods 
by New Zealand and South Africa in 1903 and by Australia in 1905. 

Until the post- War period the Dominions granted a one-sided preference to 
Great Britain, since she admitted nearly all goods duty-free. But during the War 
Great Britain made many departures from her Free Trade system, and at the 
Imperial War Conference of 1917 the Dominions expressed the wish that she 
should give preferential treatment to their goods. In 1919 she did so, reducing 
her duties upon tea, coffee, cocoa, sugar, tobacco, and other similar imports by 
one-sixth and upon goods subject to the recently -imposed ' MacKenna Duties * 
by one-third, if they came from her Dominions or Colonies. After the stabilisa- 
tion of the pound her preferential duties on sugar and a number of other goods were 
revised. In general, the preferential duties were a third lower than the general 
ones. Preferential treatment was given to finished goods only when at least 25 
per cent, of their value was due to labour expended upon them within the Empire. 

Conversely, in the post- War period all the Dominions and other members of 
the British Empire granted preferential duties to the mother country. In order 
to get the benefit of this preference, a good had to derive either the whole or at 
least a minimum percentage (varying from 25 to 75) of its value from Empire 
labour and raw materials. The preferential reduction represented up to 50 per 
cent, of the general duties. 

England's departure from Free Trade m 1932 led to a further expansion of 
this system of preferences. At the noteworthy Imperial Economic Conference 
held at Ottawa in August, 1932, both Great Britain and the Dominions pledged 
themselves to grant far-reaching preferential treatment. A new feature, and one 
of the greatest significance, was that Great Britain bound herself not only to 
refrain from raising a number of her duties upon Dominion products but also 
to refrain from lowering a number of her duties upon foreign products aud to 
impose certain duties upon foreign products — foreign products being, of course, 
those coming from countries outside the British Empire. 

Thi Most Favoured Nation Clause and Import Quotab.—Ad interesting con 
troversy has been aroused as to the legal claims of countries enjoying Most 
Favoured Nation status relatively to a country which subjects a good to an import 
quota. No definite practical solution has yet been reached, since the imposition 
of import quotas by the civilised countries whose practice constitutes international 
law based on custom was not sufficiently frequent before the present period of 
depression. But the International Chamber of Commerce has considered the 
question and has proposed various solutions : for example, that import quotas 
of equal size should be granted to all countries enjoying Most Favoured Nation 
status, or that the quotas granted to the various States should bear the same 
relation to one another as did their respective shares in the total imports of the 
country in question before it imposed quotas. But it is most unlikely that a 
method can be found which all will accept as correct, and it is to be hoped that 
the pernicious system of imfiort quotas will quickly disappear, and that therefore 
there will be no need to find a definite solution of this question. 

Another disputed point is whether the Most Favoured Nation Clause permits 
anti-dumping duties. Vine?,* after a long discussion, in the course of which 
he refers to legal writings on the subject, comes to the conclusion that, unleii 
the contrary is stated, one contracting party has not the right to impose anti- 
dumping duties upon the goods of tlie other contrscting party to a Most Favoured 


* Dumping, pp. 296 er seq. 
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Nfttion ftgr66in6ni uqIobs it imposes them also upon imports from other countries. 
This view is supported by the practical consideration that experience showe coun- 
tries to be very ready to seize upon the pretext of dumping and that proofs and 
counter-proofs are often very difficult to produce. An exception can perhaps be 
made for ' equalising ’ or * countervailing * duties to offset export bounties given 
by foreign countries. Such duties would induce countries to cease granting export 
bounties. 



CHAPTER XXI. 


COMMERCIAL TREATIES : APPRAISAL OF THE VARIOUS 

SYSTEMS. 

$ I. The Cohkercial Tbeaties of Feee Trade Countries. 

This chapter attempts to judge the value, from an economic 
and political standpoint, of the various systems of commercial- 
treaty policy. 

Nobody disputes that the most suitable trade policy for Free 
Trade countries is the Most Favoured Nation system. Free Trade 
countries can conclude no tariff treaties, as they have no compen- 
satory concessions to offer — they can only threaten to abandon 
Free Trade. They must try to conclude at any rate Most Favoured 
Nation treaties, to prevent other countries from discriminating 
against them. England was in this position during her Free 
Trade period, and she is still, together with the United States, 
the leading advocate of the unconditional and unrestricted Most 
Favoured Nation Clause.' She has managed to obtain Most 
Favoured Nation treatment for all her exports, with only unim- 
portant exceptions. For this success she has to thank mainly her 
political strength; but it is partly due also to the fact that other 
countries cannot ignore the argument that it would be unjust 
to give worse treatment to a country which places no obstacles 
in the way of their exports than they give to a country whose 
only merit is that it has made a small reduction in its high 
protective tariffs. 

S 2. The System of Rigid Tariffs. 

A number of countries refuse upon principle to make the height 
of their tariffs dependent upon agreements with other States. The 
appropriate treaty policy for such countries, just as much as 
for Free Trade countries, is that of pure Most Favoured Nation 
ag^ements. For example, since 1922 the United States has taken 
the stand that her tariff schedule is to be determined solely by 
the needs, as she conceives them, of her own economy; and she 
has avoided hampering herself by tariff treaties from erecting 

* But tbi* in no way prevents her from ezdading the preferential tariffs of 
ths British Empire from her Most Favoured Nation agreements. 
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ftn ever higher tariff wall. She has thus become a convinced 
adherent of the unconditional and unrestricted Most Favoured 
Nation Clause.* She ensures all countries 'equal rights'; she 
does not discriminate but treats all equally, which means equally 
hadly; but she in turn demands full equality of treatment® from 
all other countries. The Tariff Law of 1922 (section 117) commands 
and fully empowers the President of the United States to retaliate, 
by means of tariff increases and import prohibitions, against any 
country which discriminates in any way against the trade of the 
United States. 

It must be conceded that there is a great deal to be said 
for this principle of neither seeking nor granting any special 
advantage. If tariffs are regarded as unavoidable, then without 
doubt equality of treatment is beneficial in maintaining peace 
and good relations between States, for without such equality 
innumerable potential causes of conflict would arise. It is of 
especial and vital importance for small countries that the world 
should keep, at least in principle, to this policy. If a short-sighted 
policy of discriminating treatment came into fashion, the small 
and weak countries, who cannot offer such important economic 
concessions as the large ones and who have not sufficient political 
influence to prevent others from discriminating against them, would 
suffer heavy loss. Nevertheless, as we shall show very soon, the 
principle of unconditional Most Favoured Nation treatment is in 
no way incompatible, despite the widespread opinion to the contrary 
ii) America, with the conclusion of tariff treaties. 

A further advantage of the unconditional Most Favoured Nation 
system, provided that its application is universal, is that a country 
has one and the same duty upon any given import, whatever its 
source. Thus it becomes superfluous to furnish the customs authori- 
ties with proofs of origin, and the collection of duties is thereby 
greatly simplified and cheapened. Nobody who knows the bureau- 

> The policy insugureted in 1922 is very uoderstandable if one remembers her 
very unfoKunate experience with the system of conditional Most Favoured Nation 
irsatment. A further reason for the policy is that, owing to the pennanent 
antagonism between President and Congress, together with other difficulties sris- 
ing from her Constitution and from her intern^ political circumstances, il i® 
unusually difficult for her to conclude tariff treaties with other States. In 
President B^iosevelt was given special powers to conclude trade agreements and to 
lower duties by not more than o per cent. He has made use of this in concluding 
a number of treaties — ^with Brasu, Belgium, Sweden — which brought subs^tial 
tariff reductions and oonUin the Most Favoured Nation Clause in its unconditional 
form. 

* When in 1922 the Secretary of State Charles Evans Hughes 
this policy, the United SUtes returned to the principle laid down 
Bresident, who said in his farewell address : ** Our commercial i^ucy 
un equal and impartial hand; neither seeking nor granting exclusive favours or 
preferences . . 


inaugurated 
by her first 
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eratic system of certificates of origin^ with all its accompaniments 
of chicanery and expense and evasion and recrimination, as it 
has broken out again in Europe during recent years of crisis, will 
hold this advantage cheap. 


§ 3. Tariff Treaties and the Principle of Exchanging 
Particular Tariff Concessions. 

1. General Remarks. — In most countries it has become usual 
not only to grant reciprocal Most Favoured Nation treatment but 
also to exchange concessions as to the height of particular duties. 
It may be that the contracting parties bind themselves not to 
raise their existing tariffs, or it may be that they agree to reduce 
particular duties enumerated in the Tariff Schedule attached 
to the Treaty.^ The resulting reduction of duties may be general, 
all duties being reduced one or more times by a given percentage,^ 
or particular, a ntimber of duties, agreed upon in the course of 
the negotiations, being reduced by various percentages. 

One aspect of the Protectionist development of the last fifty 
years is that countries have quite given up^, the large-scale method 
of making general reductions. They now restrict themselves to 
exchanging a greater or smaller number of particular reductions 
in duties. Even so, they have become more and more niggardly. 
Duties are imposed for purposes of negotiation: that is to Bay, 
the existing level of duties is raised before negotiations are begun 
ill order that it may not be reduced by the concessions which 
may be made; and the general level constantly rises. It has 
become increasingly more difficult to carry through negotiations^ 
and substantial reductions in tariff-levels have become more and 
more rare. Indeed, very often the purpose of the negotiations 
is not in the least to obtain a reduction in tariff -levels but ia, 
on the contrary, to obtain the consent of the other contracting 


* We must here omit certain technical details arising out of the special 
circumstances of the contracting countries — ^tbeir constitutional law, their political 
practice aqd so on. For example, many countries prefer to embody the concessions 
which they are prepared to make if absolutely necessary in a minimum tariff 
passed as a law oy their Parliament, whilst others leave the Administration a 
free hand to negotiate whatever reductions in their duties it pleases, subject to 
ratification by their Parliament, and so on. 

^ Under the famous Cobden Treaty of 1860 between England and France, 
the latter bound herself to lower her duties to 30 per cent., and from 1864 to 2S 
per cent, ad valorem. 

* The Treaty of Ouchy between Holland and Belgium (1932) is a happy 
exception. It contemplates a yearly reduction of 10 per cent- in the existing 
duties during five years, at the end of which time the duties will be half their 
original leveL But the reduced duties are to be preferential duties : third States are 
not to benefit from them. The consent of all the Most Favoured Nation countriea 
has not been obtained, and therefore the treaty has not come into force. 
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party to the raising of certain duties. Country A does not say 
to country B : ‘‘If you will give my export industries a chance 
by reducing these or those duties, then I am prepared in return 
to lower such and such duties.'^ Instead, it says: “ If you will 
permit me to increase such and such duties, although this is 
contrary to my obligations under our existing agreement, then I 
am prepared in return to make no protest if you increase a number 
of your duties, which you have pledged yourself not to increase.*' 

Moreover, the length of time for which countries bind them- 
selves has constantly shortened. The so-called Caprivi Treaty, 
concluded by Germany at the beginning of the nineties, and the 
Biilow Treaties, which she concluded in 1904 and 1905 with 
Belgium, Russia, Switzerland, Serbia, Italy, Austria-Hungary, and 
Bulgaria, all involved tariff obligations for ten to twelve years. 
After the War, the period was reduced to one to two years (only 
pure Most Favoured Nation agreements being concluded for a 
longer period than this) and the length of notice to he given before 
denouncing a treaty was at most three months, and often only two 
months or even one month. The ^consequent uncertainty and 
instability greatly accentuated the effects of tariffs in affording pro- 
tection and causing economic loss. For naturally the risks of a 
large investment are multiplied if the products are destined partly 
for export and if the entrepreneur must reckon with the possibility 
that at any moment notice may be given that within a short time 
foreign duties upon them will be increased, and their export thereby 
rendered unprofitable. 

2. The Prevailing Tone of Tariff Negotiations. — It is now 
fifty to sixty years since Protection, after a brief interlude of Free 
Trade, again became dominant. Ever since then, countries have 
entered into tariff negotiations with the intention of securing as 
far-reaching reductions as possible in the duties of the other con- 
tracting party and sacrificing as little as possible of their own 
tariff. Each reduction of the latter is regarded as an evil and an 
economic burden which is worth while only if other countries reduce 
theirs to at least the same extent. 

This outlook dominates not only in practice, but also in scientific 
discussions upon the appropriateness of the various methods and 
systems of tariff negotiation. With rare exceptions, such dis- 
cussions try to answer the question of which system will permit a 
Country to purchase the greatest possible reductions in foreign 
tariffs at the cost of the smallest possible ‘ sacrifice * of her own. 
But this method of stating the question is completely false. It 
springs from the belief that one-sided Free Trade is economically 
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impossible and that a tariff-level substantially below that of other 
countries is injurious; and this belief, as we have already shown/ 
is untenable. It is usually accompanied by the primitive mercan- 
tilist notion that concessions to foreign countries should be given 
only if the resulting increase of debits in the balance of payments 
is at least equalled by the resulting increase of credits. 

Yet, if all these false notions are abandoned and if one accepts 
the fact that one-sided Free Trade is beneficial and that there is no 
need to worry about the balance of payments, it by no means follows 
that the whole problem ceases to exist, since there is no longer any 
purpose to be served by tariff negotiations. This is not so, for 
even countries which are in principle Free Trade must face the 
tactical problem of inducing their Protectionist neighbours to 
lower their duties. And one may well hold the view that a 
country wishing to achieve this aim will find duties of its own an 
appropriate instrument, always supposing that it is ready to 
remove them effectively when the right moment comes and — herein 
lies the difficulty of the situation — to keep them on in case of need/ 
(If a country is not prepared to keep them on if necessary, they 
lose their effectiveness as an instrument of bargaining.*) 

Thus a rational trade policy does not aim, in tariff negotiations, 
at obtaining as ^ favourable a balance ’ as possible between reduc- 
tions in its own duties and reductions in foreign duties. Its aim is 
to sell its own duties at as high a price as possible, in the sense 
of obtaining as far-reaching a reduction of foreign duties as possible 
in return for the removal or lowering of its own. The peculiarity 
of such an ^ exchange ’ is that the surrender of its own exchange- 
object — ^the reduction of its own duties — is in reality no sacrifice.® 
The sacrifice or burden is borne only by a small section of interested 

^ Chap, xvii, § 1. 

> If a country is not prepared to keep them on if necesaary, they lose their 
effectiveness as an instrument of bargaining. The risk of being left ' sitting on the 
duties ’ — that is to say, the danger that the country overestimates the concessions 
which its neighbour is prepared to make if absolutely necessary and therefore 
demands a higher price than he is prepared to pay — of course will be appraised 
differently by the Free Trader and by the Protectionist. The latter may be secretly 
pleased if the negotiations break ^wn and the blame can be placed upon the 
intractability of the other countries. The risk is especially great since even when 
duties are imposed solely for bargaining purposes it is very dimcult to remove them, 
as interested parties will have become accustomed to the higher prices and will 
have invested capital in the protected industries, and so on. This makes it very 
easy to understand why many Free Traders wish to have nothing to do with 
retaliatory or bargaining duties. No conclusions of general validity can be laid 
dov^n upon this pioint. Everything depends upon the concrete political and 
economic circumstances and upon the attitude of the persons responsible and the 
skill of the negotiators. History shows that now and then such duties have 
attained their oDject, but that on the whole they are to be regarded with mistrust 
and to be used only with caution. 

B Abstracting from the hardships of the transition, which can be avoided or 
greatly softened by making it a gradual one. 
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parties for the benefit of tbeir fellow-countrymen. It is the 
increase and not the reduction of duties which is the real economic 
burden ! 

If people realised all this, they would conduct negotiations for 
trade agreements in quite a different spirit. They would not be 
afraid of ‘ purchasing * a reduction in foreign duties with a much 
greater reduction in their own; they would not cling as tightly 
as possible to every single duty; and they would spare themselves 
the pains of trying to solve the quite insoluble problem of how 
much reduction in their own duties is exactly equivalent to a 
given reduction in foreign duties. 

Clearly negotiations undertaken in this spirit would achieve 
their end far more easily than negotiations which set out from 
false assumptions to haggle about particular duties, as is customary 
today. And this applies also, although to a smaller extent, when 
the other contracting party is a close-fisted Protectionist. In such 
a case one would merely obtain smaller reductions in duties than 
from a liberal country and would give relatively greater concessions 
in return.' 

We must also emphasise that the considerations set out above 
by no means hold good only from the standpoint of a 100 per cent. 
Free Trade doctrine. One does not reach any different result even 
if one takes account of the exceptions to the general rule of Free 
Trade which we have discussed earlier. Exceptions which might 
possibly be justified, consisting of cases in which a duty may bring 
an advantage, are of the second order of smalls relatively to the 
existing tariffs of today and should present no serious obstacle to 
agreement in negotiations for commercial treaties. 


§ 4. The Dispute ovek the Most Favoured Nation System. 

1. General Remarks. — The dissatisfaction with the system 
of unconditional and unrestricted Most Favoured Nation treatment 
which had long been felt, became more intense and widespread 
after the War. Nevertheless, this system was re-established after 
the War, despite the resolve of the Allies at their Economic Con- 
ference of 1916 to continue the War in the realm of trade policy 
by a systematic discrimination between Allied and Enemy Powers. 
This return to the unconditional Most Favoured Nation system was 
due to the new trade policy of the United States, to the efforts o 


1 The tactical situation is especially difficult, 
retaliatory duties. 
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Great Britain, and to the strong support of the system hy Germany. 
In 1927 the German Government succeeded, under great difficulties, 
in arranging with France a commercial treaty containing an uncon- 
ditional and unrestricted Most Favoured Nation Clause. This 
treaty formed the backbone of the European Treaty System in the 
post- War period. At the end of 1932 the Most Favoured Nation 
undertakings (between Germany and France) were renewed, with 
some limitations, for a further five years. 

The attacks on the system have become more numerous and 
insistent; people demand to be freed from its chains. During the 
period of depression since 1931 there have been, especially in 
Central and Eastern Europe, countless breaches in the system, 
many of them contrary to existing treaty obligations. But its 
future will not be prejudiced by the excesses of irrational small 
States impelled, by a crisis partly of their own making, to carry on 
a guerilla economic warfare against one another and to vie with 
one.another in evading their mutual obligations under the system. 
Whether the Most Favoured Nation system will remain the basic 
principle of international trade policy in the future will depend 
far more upon the decisions of the great Economic Powers. At 
present it does not seem that any changes will be made. One 
International Conference after another, without exception, has 
adhered to the unconditional and unrestricted Most Favoured 
Nation principle, and hitherto the concessions which have been 
made to its opponents scarcely exceed unimportant exceptions to be 
applied in times of emergency.^ 

What, then, are the alleged disadvantages of the Most Favoured 
Nation system.^ What should replace it and what are the supposed 
advantages of the systems which are proposed as substitutes for itP 

We need not concern ourselves with those writers- who attack 
the system because they see in it merely a device for promoting 
Free Trade. We shall not consider autarchists or isolationists who 
storm at the system because they want to abolish completely the 
individualistic basis of the modern world economy and to replace 
it by a planned system of international exchange or by something 
similar, in which the principle of unconditional Most Favoured 
Nation treatment plays no part. We shall deal here only with those 
arguments against the Most Favoured Nation principle which rest 

2 Cf. the Rtfori of tkt Preparatory Committee for the World Economic Con^ 
ference (Geneva, 1033). Some writers on trade policy, such as Schuller a^ BisdU 
advocate the recognition of general regional exceptions to the Most Favoiuea 
Nation Clause, for the sole purpose oi preventing these unregulated violaitona 
of the Clause, which threaten to undermine from within the principle, ees enti a l to 
world trade, of equality of treatment. 
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upon an acceptance of the individualistic world economy and the 
international division of labour. 


2. — The Abguuent that the Ueconmtional Mo.st Favotjeed 
Nation Ststeu is Unjust. — We begin with the most attractive 
and powerful argument against the unconditional Most Favoured 
Nation system. It is an argument which was formerly always used 
by Americans in support of the conditional interpretation and 
which has recently found much favour in Europe, especially in 
France. It is that it is unjust to permit countries which make no 
reciprocal compensatory concessions to enjoy favours which other 
countries must purchase dearly. This argument derives mainly 
from the untenable Protectionist belief that every unilateral reduc- 
tion in one’s own tariffs is a sacrifice. 

But, apart from this fact, in most cases it is not watertight. 
In order to judge its validity, we must distinguish between cases 
in which the other contracting party itself grants unconditional 
Most Favoured Nation treatment and cases in which it does not. 

When it does, its reciprocal concessions fall under two heads : 

(a) It bindt itself, for its part, to grant unconditional Most 
Favoured Nation treatment, so that any discrimination in favour 
of a third State is ruled out. It is unfortunately far too little 
realised that this in itself, quite apart from any concrete tariff 
obligations or reductions in tariffs, is a valuable concession. 
Helfferich has seen this clearly and has stated it plainly. “ But 
those who judge these [namely, the Most Favoured Nation Treaties 
of Germany with the United States and with the Argentine] 
unfavourably usually overlook an important circumstance. The 
absolute height of import duties is, of course, important for German 
trade with the Argentine and other countries and above all with 
the United States . . . ; but it is far more important that her 
goods should not be subjected to heavier duties than those of other 
competing countries. An increase of duties in the United States 
and in the Argentine may cut down German exports to those 
countries; but a so-called differential treatment of German goods 
must destroy her export trade with them and transfer these markets 
to France, England, and other competitors. We have, indeed, a 
great interest in low duties upon our exports, but our interest in 
receiving the same tariff treatment as other counlries is immeasur- 


*^\h^*^^hiUty of such adverse tariff discrimination implies 
that in addition to the danger, present even under complete Most 


* HandtUpcfitik (Leipzig^ 1901), p. 97 ; 
eit, p. 32. 


siBiilsrly, Viner, loc. cit., aad Arndt 
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Favoured Nation treatment, that the uniform tariff may be raised 
at any moment, there is the further danger that one day a competing 
country may obtain for itself reductions of duties. Thus a depar- 
ture from the strict Most Favoured Nation policy quite significantly 
increases the risks of foreign trade, and therefore the assurance 
of full Most Favoured Nation treatment is in itself a valuable 
concession. 

(b) Any concessions which it makes to third countries must he 
extended, without compensation^ to the other contracting party, 
just as it must receive concessions made by the latter to third 
countries . 

This concession, however, has no value if the State in question 
completely abstains from concluding any tariff treaties. For 
example, the United States participates, by virtue of its Most 
Favoured Nation treaties, in all the reductions in duties made 
to one another by the European countries, without itself making 
any reduction in its skyscraper tariffs.^ This policy of the United 
States has done more than almost any other circumstance to 
bring the unconditional Most Favoured Nation Clause into dis- 
favour in Europe. 

If one believes that a country which imposes high duties 
and will not enter into tariff negotiations can be brought to reason 
if other countries discriminate against it and refuse it Most 
Favoured Nation treatment, then the best course is to denounce 
existing Most Favoured Nation treaties with it or to follow the 
example which has been set for a long time by Germany in making 
the grant of full Most Favoured Nation treatment dependent 
upon the readiness of the other party to make tariff concessions. 
The grant of Most Favoured Nation treatment would then become 
the crown and coping-stone of the treaty edifice, and not something 
which the other party could count upon receiving ever afterwards 
in all circumstances. 

But this course is worth while only if there are good grounds 
for the belief that it will induce the refractory high-Protectionist 
country to come into line. In the case of the United States, such 
grounds are lacking, owing, on the one hand, to her political 
and economic strength and, on the other hand, to her constitution 
and political arrangements, which make it very difficult for her 
to carry through tariff negotiations. This being so, there is nothing 
for it but to concede her unconditional Most Favoured Nation 

* This has changed to some extent since 1935 when America began to negotiate 
tariff reductions with other countries. 
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* This has changed to some extent since 1935 when America began to negotiate 
tariff reductions with other countries. 
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statuB. This course involves no sacrifice. It merely rules out 
a gain which, in the circumstances, could not be reaped. 

When the other contracting party receives unconditional Most 
Favoured Nation treatment, but grants no Most Favoured Nation 
treatment in return or grants it only in the conditional form (a 
policy which, as we have seen, was adopted by the United States 
towards Europe until 1922, and which amounts in practice to a 
refusal to give Most Favoured Nation treatment), then the situation 
is similar to that in the case just discussed. One must consider 
whether there is a prospect of bringing the country in question 
to reason by refusing it Most Favoured Nation treatment and 
by imposing retaliatory duties upon its goods. 

In judging this prospect, one should ask what are the exports 
of the countrv upon which it is proposed to bring the pressure. 
The position of the United States was formerly so strong partly 
because her exports were mainly staple commodities : raw materials 
and foodstuffs, such as wheat. If Germany had imposed a 
differential duty upon American wheat, it would have had to 
import more wheat from other countries and the American wheat 
would have filled the resulting gaps in the imports of England, 
Holland, and other countries. A country which, on the contrary, 
exports manufactured goods which are not staple articles and whose 
origin cannot be concealed, is far more vulnerable to discrimina- 
tion."* Those responsible for German trade policy have realised 
this and Germany has therefore adopted the unconditional Most 
Favoured Nation system. 


3. The Aegument that the Unconditional Most Favoueed 
Nation System is an Obstacle to Taeife Reductions.— It is 
sometimes urged that, although in periods when a Free Trade 
tendency prevails and duties are moving downwards, the uncon- 
ditional Most Favoured Nation system does bring about, by a 
general extension of every reduction in duties, a pneral lowering 
of tariff-levels, yet in periods when Protection is in fashion it 
has the opposite effect, since then a country is averse from making 
a tariff reduction which must be extended to 

When country A is negotiating with countries B, C, I*, 
and has already concluded tariff treaties with B, C, and D it 
may be that E.'by virtue of its Most Favoured Nation status has 
already obtained all the reductions in A’s duties for which it can 
hope, and therefore has no incentive to reduce its own If E had 
not the tight, given to it by its Most Favoured Nation status. 
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to benefit from eyery reduction in duties granted by A to B, C, 
and D, it would then be prepared to reduce its own duties in 
order to obtain these concessions. Thus, in the absence of a Most 
Fayoured Nation system, a country could make use of one and 
the same concession several times over, in negotiating with different 
countries. 

Moreover, it often happens that A withholds certain concessions 
in its negotiations with B, C, and D because it must reserve them 
for its negotiations with E; hence tariffs in B, C, and D will 
be reduced less than otherwise they might be. Then possibly 
no agreement is reached with E, and therefore A does not make 
the further reductions in its duties which it was prepared to 
concede. 

We may reply to this that as a rule A will still have duties 
for whose reductions E will be prepared to pay an acceptable 
price. If, however, A believes it can go no further along the 
path of tariff reductions or that it could get more from E by 
means of the concessions which it has already made to B, C, 
and D than by means of such further concessions as it can make, 
then it is always open to A to make the grant of Most Favoured 
Nation status to E conditional upon tariff concessions being granted 
to it by E. Viner has pointed out that it is possible to guard 
against negotiations being prejudiced in the way described above 
by doing what countries, following the lead of Germany, 
endeavoured to do before the War — namely, by prolonging all 
tariff treaties until the same point of time and then, in the so-called 
comet year of trade policy, simultaneously concluding them all 
anew, so that the grant of Most Favoured Nation status would 
depend upon the successful conclusion of the tariff negotiations. 

This method of proceeding is based upon a view of the Most 
Favoured Nation system which finds adherence especially upon 
the continent of Europe. This view regards Most Favoured Nation 
status not as the premise upon which the relations between two 
countries as to trade policy are based, but rather as the final seal 
upon those relations. It is in opposition to the view, held mainly 
by Anglo-Saxon peoples, that a country has a kind of natural 
right to claim Most Favoured Nation status. 

But the policy of simultaneously negotiating trade treaties 
with numerous States is often, for one reason or another, impracti- 
cable. Even so, it is by no means obvious that greater reductions 
in tariffs could be obtained without the burden of Most Favoured 
Nation obligations. Further, against this alleged advantage must 
be set the risk that no treaty may be concluded at all. Nobody 
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who bears in mind the advantages of equal tariff treatment, 
discussed above, will deem this danger a small one. Most Favoured 
Nation status is a prize of such value that one should not wantonly 
fox^o it for the attainment of problematic advantages by haggling 
over particular duties. 

For small countries especially, it is quite vital that the principle 
of equal rights in international economic relations should continue 
to be recognised as fundamental. If the world embarked upon 
a short-sighted policy of weighing mechanically concessions against 
counter-concessions, those countries which have nothing to offer 
in markets and purchasing-power at all comparable to what the 
Great Powers can offer would be the first to suffer. 

Another reproach levelled against the unrestricted Most 
Favoured Nation system is that it hinders the conclusion of 
preferential-tariff treaties or so-called * economic unions,’ which 
might bring about at least a partial reduction in tariffs. It very 
often happens that one country is prepared to grant another a 
reduction in duties, but only on the condition that the whole 
world does not participate in it. It is urged that neighbouring 
countries especially, which are bound to one another by geographical 
and economic ties, by close trade relations and a long common 
frontier, and possibly by the ties of blood and of a common culture, 
should have the right to grant one another preferential duties with- 
out States outside this closely-linked group being able to participate 
by virtue of their Most Favoured Nation status. In order to 
judge the economic justification for this claim, we must get a 
clear notion of the advantages of such desired ‘ economic unions.’ 

§ 5. Peepeeential Duties. 

1. Geneeal Eemaeks.— During the post-War period a veiy^ 
queer notion came into vogue as to the desirable aim of international 
trade policy and the routes by which it should be attained. A 
general ‘ schematic ’ and ‘ inorganic ’ reduction of tariffs was not 
desired ; people either did not understand the case for Free Trade 
or did not believe in it; international division of labour was out 
of favour as being too reminiscent of the classical theories ; but 
economic unions and the creation of larger economic areas (but 
not on any account Free Trade areas) was the solution of the day. 
Attempts to prove the economic advantages of these ‘ areas ' and 
‘ unions ’ left much to be desired. Political, geographical and 
pseudo-economic arguments were flung together promiscuously in 
support of fantastic proposals concerning the countries to be 
included in such areas: Central Europe, the Danube Basin, 
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Paneuropa with or without England, and so on. In particular, 
much mischief was caused bj the excessive use of inappropriate 
military concepts and analogies under the rubric of * Geopolitik.’ 
Military language, containing expressions such as * economic front ’ 
and * defensive positions,’ is especially inappropriate to the analysis 
of problems of international trade and of division of labour between 
countries because it constantly brings into prominence the funda- 
mentally false mercantilist notion that the gain of one country 
must mean the loss of another. It suggests that a ‘ front ’ of 
economic conflict lies always between two countries, whereas in 
reality the conflict is between groups having different interests 
within each country. 

The content of these planned * economic unions ’ varies from 
a complete Customs Union at one extreme to more or less sub- 
stantial tariff or other preferences to imports at the other extreme. 
We shall postpone the problem of Customs Unions to the following 
section. 

2. Economic Appraisal of Preferential Duties. — What are 
the advantages that are claimed for preferential duties? Wherein 
lies their superiority over a general reduction in duties? (We 
are here interested only in the economic advantages. We shall 
not take any account of the aims of Nationalism, real or imaginary, 
which are held either clearly or vaguely, avowedly or tacity, by 
many exponents of this notion.) 

It is clear that the economic advantages of the preferential 
system can lie only in its leading to a reduction of tariff-levels 
which could not be attained by other means. The Preference is 
an instrument for making a breach in the tariff walls. And this 
partial reduction of tariffs is to be judged, in principle, in the 
same way as a general reduction, namely, as a means of extending 
the international division of labour and increasing the social 
product. Preferential duties can be justifled only upon the general 
Free Trade principle. The argument runs somewhat as follows; 
There is no difference of kind, but only one of degree, between 
the grant of lower preferential duties upon imports from certain 
countries and a general reduction in tariffs. A partial reduction 
is better than none at all (although, of course, a general reduction 
would be still better, from an economic standpoint). Conversely, 
an increase of tariffs with preferential exceptions is to be preferred 
to a general increase. But preferential duties are not justified 
when they merely provide a pretext or an inducement to raise 
duties against outsiders without any diminution in the obstacles 
to trade between the countries enjoying the reciprocal preferences. 
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It IS necessary to emphasise that preferential duties can be 
justified from an economic standpoint only by means of the Free 
Trade argument. For many advocates of preferential duties are 
opponents of the Free Trade, principle without being aware of 
the contradiction.® 

Some objections which merit consideration have been made 
against the above reasoning. Viner, for example, attacks the 
view that a preferential reduction in tariffs is in all circumstances 
better than none at all. The possibility that new discriminations 
between countries may be imposed or existing ones removed 
increases, as we have shown already, the insecurity and risks 
of international trade. Apart from this evil (which can be obviated 
by creating stable relations through long-term tariff agreements), 
the main objection against preferential duties is that tariff dis- 
crimination leads to a greater diversion of trade away from the 
rational lines which it would follow under free exchange than 
would be brought about by uniform duties, even if they were 
higher ones. “ Suppose that under free trade country A would 
find it to its advantage to import a particular commodity from 
B, and that even with a high duty it is still not possible to produce 
the commodity at home at a profit to its producers, so that it 
continues to be imported from B. While the tariff reduces the 
volume of trade, it does so only as a revenue measure, and still 
permits the commodity to be produced there where it can be 
produced most cheaply. Suppose, now, that the duty is reduced 
by half on imports from a third country, C, and that by virtue 
of this preferential treatment C can undersell B and capture 
A's trade. The result of the discrimination is . . . that the com- 
modity ... is now produced in C, where the conditions for its 
production are comparatively unfavourable. 

This argument is correct from the standpoint of the world 
economy as a whole. From a nationalistic standpoint, however, 
which takes into account only the interest of A and C and disregards 


6 ThurB has never been any attempt, so far as I am aware, to show, from the 
aUndooint of any of the arguments for Protection, that a preferential reduction 
of tariffs should ^be judged differently in principle from a 
?edSu S last phrase does not imply a general reduction 

§u" to the ila that tha reaponaibla P*™"“ .’'"M'ZrredocS 
dutiei but would, not auree to a correapondiUK general reduction. 

^ Index, loc, cit., p. o. 
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the loss of B| the situation may be different. As a result of the 
preferential reduction in the duty, A obtains the good more cheaply 
and C is enabled to export it. By all the rules of the Theory of 
International Trade this must be adyantageous to A and to C. (It 
may be that the loss of customs revenue or a change in the terms of 
trade outweighs the gain to the economy, but this may happen 
just as well under a general reduction.) B is injured, but that 
is another question ; and whether the injury to B may not be greater 
than the gain to A and C is yet a third question.® 

Very important, however, is the following objection against 
preferential duties, which Taussig brought forward as early as 
1892.^ When country A grants country B a preferential reduction 
in duties and B is not in a position to supply all the import-requirC’ 
ments of A, the reduction in duties represents simply a subsidy 
from the State Exchequer of A to the prodiicers in B. For if 
A must supplement her imports from B by resorting to the world 
market, the home price in A will not alter*; even after the grant 
of preferential duties to B it remains as before at the level of 
the world price plus the original duty, and the consumers in A 
are not relieved of any of their burden, but the producers in 
B gain by the reduction in duties. In such a case, the reduction 
in duties is indeed a sacrifice for A , although not for its producers 
but for its State Exchequer.® 

Preferential duties of this kind, which leave the home price 
unchanged, increase neither the volume of trade of the country 
which grants them nor the international division of labour. The 
total imports do not increase at all; more is taken from B but less 
from other supplying countries. Preferential duties of this kind 


> Viner’B reaaoning has a very limited application owin^ to hii asramption that 
A itself would not produce the commodity even under a high import duty. If we 
turn to the far more important case in which A, under a nigh import duty, does 
itself produce the commodity but still imports a part (booming ever smaller 
as the duty increases) of its supply from B, and in which the grant of a pre- 
ferential duty to C causes its own production to cease or to diminish, we see at 
once that by all the rules of international division of labour the preferential regime 
must be of advantage for both A and C and that the benefit to them may be far 
greater than the injury to B, 

Thus Viner’s analysis does not lead to the gtineral conclusion that preferential 
duties and Customs tin ions are of economic aa vantage only if th^ mvert trade 
into those channels which it would follow in the absence of all tariffs. The argu- 
ment would be only quantitatively and not qualitatively different were one to 
urge that Free Trade upon the Earth is harmful because trade would follow 
quite different channels if exchanges of ^ds took place with the planet Mars. 

1 '* Reciprocity,” QvaritTly Journal of Economitt (Oct, 1892), reprinted in Free 
Trade, the Tariff and Reetprotity (1920), pp. 120 et teg. 

* yOlien the world-market price cannot be assumed to remain constant, the 
princmle remains the sarne — there is only a differencs in degree. 

3 Taussig and Viner give as an example the preferential reduction in the sugar 
duty which the United States granted (and still jgrants) to Hawaii and Cuba. See 
Eecimocity and Commercial Treatut, pp. 105-3o, and Taussig, 8&mt Atpeoti of 
the Tariff QuttHon (1931), 3rd edn. 
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are worthlesfl as measures of trade policy and should not he placed 
in the same class as a general reduction in tariffs. This is 
especially true when the preferential reduction is restricted to a 
relatively small quota, a practice which has become more and more 
frequent during recent years in trade between the States of Central 
and Eastern Europe. Indeed, today — let nobody deceive himself 
on this score — the Protectionists are making use of the catchword of 
Preference. Its popularity is due simply to the fact that pre- 
ferential duties have become a means of making sham concessions to 
liberal ideas of trade policy. People are prepared to let a greater 
quantity of grain come in, under favourable conditions, from the 
East, provided that imports from the West are simultaneously 
reduced by the same amount. 

But the possibility of exporting more, is, of course, an advantage 
to the country which is granted a preferential duty. For that 
country the volume of trade increases and the international division 
of labour is intensified. It follows that if two countries reciprocally 
grant one another such tariff preferences, a moderate extension 
of international division of labour comes about. Even if these 
reciprocal preferences are restricted to quotas so small that they 
do not affect the price in the importing country, the exports of 
both the countries will increase and hence their imports also must 

somehow increase-perhaps cm their 

The same effects upon the volume of trade and the international 
division of labour could clearly be achieved through a general 
reduction in duties by a smaller amount, and such a general reduc- 
tion would be far preferable to a preferential one. 
bias in favour of 

5X3.“!:. .. tr ‘rr. 

Austria and ^ J’avoured Nation obligations, 

veil the evasion of their existing in the form 

they granted the ‘ Rre -ces or 
of reductions in duties but in tne lo 
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The East European countries for some years have been carrying 
on a campaign to get open preferences granted to their exports of 
grain by the grain-importing countries of Western and Central 
Europe. This course, which they have urged at all international 
economic conferences (and especially at the Conference of Stress 
in August, 1932) and at the League of Nations, turns simply upon 
the granting of subsidies to the bankrupt Balkan countries. Since 
these countries are at the same time debtors of the Western 
countries, the problem is simply one of creditor-policy : should one 
trj’^ to give a helping hand to these debtor countries, who at present 
are unable to pay, by granting them assistance? In this case, a 
point in favour of granting such preferences is that the subsidy may 
come partly out of the pocket of foreigners — as would happen, for 
example, were France to succeed in persuading Germany to grant 
preferences to the Balkan countries. Another, and far preferable, 
possibility is that the Eastern countries might be induced, by the 
grant of subsidies in the form of preferences, to make a general 
reduction in their tariffs. Germany has followed this path in her 
treaties with Rumania and Hungary. But so far the protests of 
Most Favoured Nation countries have prevented these treaties from 
being put into force. 

When the one-sided grant of a preferential duty leads to no 
reduction in price, it is completely or almost completely worthltijs; 
and in the other extreme case, when under Free Trade the com- 
modity would be imported only from the country receiving the 
grant, it is superfluous to clothe the removal of the duty in the 
garb of a preference. 

Between these two extremes lie those cases in which the grant 
of a preferential reduction in duties is of advantage — assuming 
that a general reduction of duties by the same (or by a somewhat 
smaller) amount cannot be attained. These favourable cases are 
characterised by the fact that the grant of lower preferential duties 
leads to a reduction in prices, an increase in the volume of inter- 
national trade, and an extension of the international division of 
labour — although to a smaller extent than would be brought about 
by a general reduction in duties of the same amount.® 

Nation status. But it does not follow that these subsidies should not be regarded 
as preferential duties. They lose, however, their character of preferential duties 
if the 5ub8idie.s are given tor the <*xport of goods which cun be imported duly 
free into the other contracting State. In such a case it is a question of an 
bounty and not of a preferential duty. This is frequently the case in the ‘ credit 
privilege ’ agrtemenls mentioned above between Austria and Italy and between 
Austria and Hungary. 

B To this category belong the numerous preferential reductions in duties which 
Riedl, Schuller, and others demand for certain groups of countries, upon the 
assumption that all the countries in such a group would succeed in making a 
common agreement. It is proposed that other States should be given an induce 
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We have still to examine an argument which plays a very great 
part in the writings of publicists and in discussions at international 
conferences. It is urged over and over again that geographical 
proximity, kinship of culture and race and speech, and economic 
ties and political friendship between two countries render a pre- 
ferential system between them especially advantageous to both of 
them and that the rest of the world ought to permit it. On this 
point, Viner^ has rightly observed that the same and also additional 
economic advantages could be attained through a general reduction 
in duties.® Moreover, when two countries are really so closely 
linked economically, an extension of their reciprocal tariff reduc- 
tions to the rest of the world will have no great significance, since 
third countries will not be able to face the competition of one of 
them in the markets of the other. The fact that two countries 
are, so to speak, economically complementary, means only that the 
nature of their respective resources and therefore of their production 
possibilities, the conditions governing the location of industry, and 
so on, make an intensive exchange of goods between them especially 
favourable since differences in comparative costs between them are 


especially great and, possibly, transport costs between them 
relatively low. The criterion for this is the intensity of their 
mutual tiade relations, provided that these i.re not artificially 
disturbed by interventions, such as differential duties. 

The significance of a reduction in a duty depends fundamentally 
upon the extent to which the import increases, the price falls, and 
the exchange of goods is intensified. From an economic point of 
view it is a matter of complete indifference whether the country 
upon whose imports the duty is reduced is or is not in close 
political or other relations with the countiy which makes the 

reduction. . , 

Hence euch a closeness of relations is no argument tor a pre- 
ferential reduction in duties. But from a tactical standpomt it may 
be more easy to influence public opinion and get a reduction in 


poMlble might benefit from the origi R , riirum in the suggested agree- 
indusion of AcctMton or that it shaU be quite open for third 
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status. This course involves no sacrifice. It merely rules out 
a gain which, in the circumstances, could not be reaped. 

When the other contracting party receives unconditional Most 
Favoured Nation treatment, but grants no Most Favoured Nation 
treatment in return or grants it only in the conditional form (a 
policy which, as we have seen, was adopted by the United States 
towards Europe until 1922, and which amounts in practice to a 
refusal to give Most Favoured Nation treatment), then the situation 
is similar to that in the case just discussed. One must consider 
whether there is a prospect of bringing the country in question 
to reason by refusing it Most Favoured Nation treatment and 
by imposing retaliatory duties upon its goods. 

In judging this prospect, one should ask what are the exports 
of the country upon which it is proposed to bring the pressure. 
The position of the United States was formerly so strong partly 
because her exports were mainly staple commodities : raw materials 
and foodstuffs, such as wheat. if Germany had imposed a 
differential duty upon American wheat, it would have had to 
import more wheat from other countries and the American wheat 
would have filled the resulting gaps in the imports of England, 
Holland, and other countries. A country which, on the contrary, 
exports manufactured goods which are not staple articles and whose 
origin cannot be concealed, is far more vulnerable to discrimina- 
tion.® Those responsible for German trade policy have realised 
this and Germany has therefore adopted the unconditional Most 
Favoured Nation system. 

3. The Abgument that the Unconditional Most Favouked 
Nation System is an Obstacle to Tariff Reductions. — It is 
sometimes urged that, although in periods when a Free Trade 
tendency prevails and duties are moving downwards, the uncon- 
ditional Most Favoured Nation system does bring about, by a 
general extension of every reduction in duties, a general lowering 
of tariff-levels, yet in periods when Protection is in fashion it 
has the opposite effect, since then a country is averse from making 
a tariff reduction which must be extended to the whole world. 

When country A is negotiating with countries B, C, D, and E, 
and has already concluded tariff treaties with B', C, and D, it 
may be that E, by virtue of its Most Favoured Nation status, has 
already obtained all the reductions in A^s duties for which it can 
hope> and therefore has no incentive to reduce its own. If E had 
not the tight, given to it by its Most Favoured Nation status, 

* Of courflo its vulnerability will depend also upon the transport-cost situation 
and upon whether or not it has a monopoly in some particular branch of production. 
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to benefit from every reduction in duties granted by A to B, C, 
and D, it would then be prepared to reduce its own duties in 
order to obtain these concessions. Thus, in the absence of a Most 
Favoured Nation system, a country could make use of one and 
the same concession several times over, in negotiating with different 
countries. 

Moreover, it often happens that A withholds certain concessions 
in its negotiations with B, C, and D because it must reserve them 
for its negotiations with E; hence tariffs in B, C, and D will 
be reduced less than otherwise they might be. Then possibly 
no agreement is reached with E, and therefore A does not make 
the further reductions in its duties which it was prepared to 
concede. 

We may reply to this that as a rule A will still have duties 
for whose reductions E will be prepared to pay an acceptable 
price. If, however, A believes it can go no further along the 
path of tariff reductions or that it could get more from £ by 
means of the concessions which it has already made to B, C, 
and D than by means of such further concessions as it can make, 
then it is always open to A to make the grant of Most Favoured 
Nation status to E conditional upon tariff concessions being granted 
to it by E. Viner has pointed out that it is possible to guard 
against negotiations being prejudiced in the way described above 
by doing what countries, following the lead of Germany, 
endeavoured to do before the War — namely, by prolonging all 
tariff treaties until the same point of time and then, in the so-called 
comet year of trade policy, simultaneously concluding them all 
anew, so that the grant of Most Favoured Nation status would 
depend upon the successful conclusion of the tariff negotiations. 

This method of proceeding is based upon a view of the Most 
Favoured Nation system which finds adherence especially upon 
the continent of Europe. This view regards Most Favoured Nation 
status not as the premi&e upon which the relations between two 
countries as to trade policy are based, but rather as the final seal 
upon those relations. It is in opposition to the view, held mainly 
by Anglo-Saxon peoples, that a country has a kind of natural 
right to claim Most Favoured Nation status. 

But the policy of simultaneously negotiating trade treaties 
with numerous States is often, for one reason or another, impracti- 
cable. Even so, it is by no means obvious that greater reductions 
in tariffs could be obtained without the burden of Most Favoured 
Nation obligations. Further, against this alleged advantage must 
be set the risk that no treaty may be concluded at all. Nobody 
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who bears in mind the advantages of equal tarifi treatment^ 
discussed above, will deem this danger a small one. Moat Favoured 
Nation status is a prise of such value that one should not wantonly 
forgo it for the attainment of problematic advantagea by haggling 
over particular duties. 

For small countries especially, it is quite vital that the principle 
of equal rights in international economic relations should continue 
to be recognised as fundamental. If the world embarked upon 
a short-sighted policy of weighing mechanically concessions against 
counter-concessions, those countries which have nothing to offer 
in markets and purchasing-power at all comparable to what the 
Great Powers can offer would be the first to suffer. 

Another reproach levelled against the unrestricted Most 
Favoured Nation system is that it hinders the conclusion of 
preferential-tariff treaties or so-called ‘ economic unions,’ which 
might bring about at least a partial reduction in tariffs. It very 
often happens that one country is prepared to grant another a 
reduction in duties, but only on the condition that the whole 
world does not participate in it. It is urged that neighbouring 
countries especially, which are bound to one another by geographical 
and economic ties, by close trade relations and a long common 
frontier, and possibly by the ties of blood and of a common culture, 
should have the right to grant one another preferential dutiei with- 
out States outside this closely-linked group being able to participate 
by virtue of their Most Favoured Nation status. In order to 
judge the economic justification for this claim, we must get a 
clear notion of the advantages of such desired * economic unions,’ 

§ 5. Prefekential Dcties. 

1. General Remarks. — During the post-War period a verj’ 
queer notion came into vogue as to the desirable aim of international 
trade policy and the routes by which it should be attained. A 
general ‘ schematic ’ and ‘ inorganic ’ reduction of tariffs was not 
desired; people either did not understand the case for Free Trade 
or did not believe in it; international division of labour was out 
of favour as being too reminiscent of the classical theories ; but 
economic unions and the creation of larger economic areas (but 
not on any account Free Trade areas) was the solution of the day. 
Attempts to prove the economic advantages of these areas and 
‘ unions ’ left much to be desired. Political, geographical and 
pseudo-economic arguments were flung together promiscuously in 
support of fantastic proposals concerning the countries to be 
included in such areas: Central Europe, the Danube Basin, 
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Paneuropa with or without England, and so on. In particular, 
much mischief was caused by the excessive use of inappropriate 
military concepts and analogies under the rubric of * Geopolitik.’ 
Military language, containing expressions such as ' economic front ’ 
and * defensive positions,’ is especially inappropriate to the analysis 
of problems of international trade and of division of labour between 
countries because it constantly brings into prominence the funda- 
mentally false mercantilist notion that the gain of one country 
must mean the loss of another. It suggests that a * front ’ of 
economic conflict lies always between two countries, whereas in 
reality the conflict is between groups having different interests 
within each country. 

The content of these planned ' economic unions ’ varies from 
a complete Customs Union at one extreme to more or less sub- 
stantial tariff or other preferences to imports at the other extreme. 
We shall postpone the problem of Customs Unions to the following 
section. 

2. Economic Appraisal of Preferential Duties. — What are 
the advantages that are claimed for preferential duties? Wherein 
lies their superiority over a general reduction in duties? (We 
are here interested only in the economic advantages. We shall 
not take any account of the aims of Nationalism, real or imaginary, 
which are held either clearly or vaguely, avowedly or tacity, by 
many exponents of this notion.) 

It is clear that the economic advantages of the preferential 
system can lie only in its leading to a reduction of tariff-levels 
which could not be attained by other means. The Preference is 
an instrument for making a breach in the tariff walls. And this 
partial reduction of tariffs is to be judged, in principle, in the 
same way as a general reduction, namely, as a means of extending 
the international division of labour and increasing the social 
product. Preferential duties can be justified only upon the general 
Free Trade principle. The argument runs somewhat as follows; 
There is no difference of kind, but only one of degree, between 
the grant of lower preferential duties upon imports from certain 
countries and a general reduction in tariffs. A partial reduction 
is better than none at all (although, of course, a general reduction 
would be still better, from an economic standpoint). Conversely, 
an increase of tariffs with preferential exceptions is to be preferred 
to a general increase. But preferential duties are not justified 
when they merely provide a pretext or an inducement to raise 
duties against outsiders without any diminution in the obstacles 
to trade between the countries enjoying the reciprocal preferences. 
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It 18 necessary to emphasise that preferential duties can be 
justified from an economic standpoint only by means of the Free 
Trade argument. For many advocates of preferential duties are 
opponents of the Free Trade principle without being aware of 
the contradiction.® 

Some objections which merit consideration have been made 
against the above reasoning. Viner, for example, attacks the 
view that a preferential reduction in tariffs is in all circumstances 
better than none at all. The y)osRihili1y that new discriminations 
between countries may be imposed or existing ones removed 
increases, as we have showm already, the insecurity and risks 
of international trade. Apart from this evil fwhich can be obviated 
by creating stable relations through long-term tariff agreements), 
the main objection against preferential duties is that tariff dis- 
crimination leads to a greater diversion of trade away from the 
rational lines which it would follow under free exchange than 
would be brought about by uniform duties, even if they were 
higher ones. Suppose that under free trade country A would 
find it to its advantage to import a particular commodity from 
B, and that even with a high duty it is still not possible to produce 
the commodity at home at a profit to its producers, so that it 
continues to be imported from B. While the tariff reduces the 
volume of trade, it does so only as a revenue measure, and still 
permits the commodity to be produced there where it can be 
produced most cheaply. Suppose, now, that the duty is reduced 
by half on imports from a third country, C, and that by virtue 
of this preferential treatment C can undersell B and capture 
A's trade. The result of the discrimination is . . . that the com- 
modity ... is now produced in C, where the conditions for its 
production are comparatively unfavourable.”'^ 

This argument is correct from the standpoint of the world 
economy as a whole. From a nationalistic standpoint, however, 
which takes into account only the interest of A and C and disregards 

® There haa never been any attempt, so far as I am aware, to show, from the 
standpoint of any of the arguments tor Protection, that a preferential reduction 
of tariffs should be judged differently in principle from a corresponding general 
reduction. This last phrase does not imply a general reduction of tariffs by the 
some proportion but one which has the same significance in increasing the inter- 
national exchange of goods — broadly speaking, one which brings about the same 
increase in imports and exports as does the preferential reduction. Thus a pre* 
ferential reduction qf certain duties by 10 per cent, may correspond, for example, 
to a general reduction of these duties by / per cent. Neither the infant-in du-stry 
argunaent nor the cost-equalisation argument nor any other of the Protectionist argu- 
ments provkle any basis for asserting that preferential reductions arc superior in 
principle to genera] reductions. Such a superiority could be only a tach'cal one, 
due to the fact that the responsible persons were prepared to concede preferential 
duties but would not agree to a corresponding general reduction. 

^ Index, loc, cit . , p. 5. 
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the loss of B, the situation may be different. As a result of the 
preferential reduction in the duty, A obtains the good more cheaply 
and C is enabled to export it. By all the rules of the Theory of 
International Trade this must be adyantageous to A and to C. (It 
may be that the loss of customs revenue or a change in the terms of 
trade outweighs the gain to the economy, but this may happen 
just as well under a general reduction.) B is injured, but that 
is another question ; and whether the injury to B may not be greater 
than the gain to A and C is yet a third question.® 

Very important, however, is the following objection against 
preferential duties, which Taussig brought forward as early as 
1892.^ When country A grants country B a preferential reduction 
in duties and B is not in a position to supply all the import-require- 
ments of A, the reduction in duties represents simply a subsidy 
from the State Exchequer of A to the producers in B. For if 
A must supplement her imports from B by resorting to the world 
market, the home price in A will not alter*; even after the grant 
of preferential duties to B it remains as before at the level of 
the world price plus the original duty, and the consumers in A 
are not relieved of any of their burden, but the producers in 
B gain by the reduction in duties. In such a case, the reduction 
in duties is indeed a sacrifice for A, although not for its producers 
but for its State Exchequer.® 

Preferential duties of this kind, which leave the home price 
unchanjred, increase neither the volume of trade of the country 
which grants them nor the international division of labour. The 
total imports do not increase at all; more is taken from B but less 
from other supplying countries. Preferential duties of this kind 


B Viner’s reasoning has a very limited application owin^ to hii assumption that 
A itself would not produce the commodity even under a high import duty. If we 
turn to the far more important case in which A, under a nigh import duty, does 
itself produce the commodity but still imports a part (booming ever smaller 
as the duty increases) of its supply from B, and in which tlw grant of a pre- 
ferential duty to C causes its own production to cease or to diminish, we see at 
once that by all the rules of international division of labour the preferential regime 
must be of advantage for both A and C and that the benefit to them may be far 
greater than the injury to B. 

Thus Viner’s analysis does not lead to the gtntral conclusion that preferential 
duties and Customs tJnions are of economic advantage only if th^ oivert trade 
into those channels which it would follow in the absence of all tariffs. The argu- 
ment would be only quantitatively and not qualitatively different were one to 
urge that Free Trade upon the Earth is harmful because trade would follow 
quite different channels if exchanges of goods took place with the planet Mars. 

' " Reciprocity,” Q^aritrly Journal of SconomicB (Oct. 1892), reprinted in Free 
Tradf,, the Tariff and Reciprocity (1920), pp. 120 et seq. 

2 When the world-market price cannot be assumed to remain constant, the 
principle remains the same — there is only a difference in degree. 

3 Taussig and Viner give as an example the preferential reduction in the sugar 
duty which the United States granted (and still jgrants) to Hawaii and Cuba. 8se 
Reciprocity and Commercial TreatitB, pp. 103-36, and Taussig, Some Aepeete of 
Hu Tariff QueBtion (1931), 3rd edn. 
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are worthless as measures of trade policy and should not he placed 
in the same class as a general reduction in tariiSs. This is 
especially true when the preferential reduction is restricted to a 
relatively small quota^ a practice which has become more and more 
frequent during recent years in trade between the States of Central 
and Eastern Europe. Indeed, today — let nobody deceive himself 
on this score — the Protectionists are making use of the catchword of 
Preference. Its popularity is due simply to the fact that pre- 
ferential duties have become a means of making sham concessions to 
liberal ideas of trade policy. People are prepared to let a greater 
quantity of grain come in, under favourable conditions, from the 
East, provided that imports from the West are simultaneously 
reduced by the same amount. 

But the possibility of exporting more, is, of course, an advantage 
to the country which is granted a preferential duty. For that 
country the volume of trade increases and the international division 
of labour is intensified. It follows that if two countries reciprocally 
grant one another such tariff preferences, a moderate extension 
of international division of labour comes about. Even if these 
reciprocal preferences are restricted to quotas so small that they 
do not affect the price in the importing country, the exports of 
both the countries will increase and hence their imports also must 


somehow increase — perhaps via their trade with third countries.^ 

The same effects upon the volume of trade and the international 
division of labour could clearly be achieved through a general 
reduction in duties by a smaller amount, and such a general reduc- 
tion would be far preferable to a preferential one. Moreover, the 
bias in favour of preferential duties, and of their restriction to fixed 
quotas, springs mostly from the naive belief that such preferential 
quotas provide a means of promoting exports without either increas- 
ing imports or reducing any home prices. Nevertheless, it must 
be conceded that the reciprocal granting of such preferential quotas 
is preferable to no reductions whatever in duties. 

Such ‘ prcfereatial agreements ’ have been concluded between 
Austria and Hungary and between Austria and Italy. 1“ o^^er to 
f.U^: of i oxi.U.g M... 

tho, gr.ot.d th. ■ p-roWc. ’ » «port .utato oot m ^ form 
ol i^uctioo. U. dutiM hot i« *ko fo® »' 


6 Both pMtiM to th* or«dit privUeges V. in order to preve^ 

expoTttu aSd not wrtue*^ of their Meet Favoured 

Ihhd oountries from claumng equal treatment oj 
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The East European countries for some years have been carrying 
on a campaign to get open preferences granted to their exports of 
grain by the grain-importing countries of Western and Central 
Europe, This course, which they have urged at all international 
economic conferences (and especially at the Conference of Stress 
in August, 1932) and at the League of Nations, turns simply upon 
the granting of subsidies to the bankrupt Balkan countries. Since 
these countries are at the same time debtors of the Western 
countries, the problem is simply one of creditor-policy : should one 
try to give a helping hand to these debtor countries, who at present 
are unable to pay, by granting them assistance? In this case, a 
point in favour of granting such preferences is that the subsidy may 
come partly out of the pocket of foreigners — as would happen, for 
example, were France to succeed in persuading Germany to grant 
l)refereu(!(?8 to the Balkan countries. Another, and far preferable, 
possibility is that the Eastern countries might be induced, by the 
grant of subsidies in the form of preferences, to make a general 
reduction in their tariffs. Germany has followed this path in her 
treaties with Rumania and Hungary. But so far the protests of 
Most Favoured Nation countries have prevented these treaties from 
being put into force. 

When the one-sided grant of a preferential duty leads to no 
reduction in price, it is completely or almost completely worthlciis; 
and in the other extreme case, when under Free Trade the com- 
modity would be imported only from the country receiving the 
grant, it is superfluous to clothe the removal of the duty in the 
garb of a preference. 

Between these two extremes lie those cases in which the grant 
of a preferential reduction in duties is of advantage — assuming 
that a general reduction of duties by the same (or by a somewhat 
smaller) amount cannot be attained. These favourable cases are 
characterised by the fact that the grant of low'er preferential duties 
leads to a reduction in prices, an increase in the volume of inter- 
national trade, and an extension of the international division of 
labour — although to a smaller extent than would be brought about 
by a general reduction in duties of the same amount.® 

Nation status. But it does not follow that these subsidies should not be regarded 
as preferential duties. They lose, however, their character of preferential duties 
if the subsidies are given lor the export of goods which tan be imported duly 
free into the other contracting State. In such a case it is a question of an export 
bounty and not of a preferential duty. This is frequently the case in the ‘ credit 
privilege ’ agreements mentioned above between Austria and Italy and between 
Austria and Hungary. 

j categoiy belong the numerous preferential reductions in duties which 

Riedl, Schuller, and others demand for certain groups of countries, upon the 
assumption that all the countries in such a group would succeed in making a 
common agreement. It is proposed that other States should he given an induce- 
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We have still to examine an argument which plays a very great 
part in the writings of publicists and in discussions at international 
conferences. It is urged over and over again that geographical 
proximity, kinship of culture and race and speech, and economic 
ties and political friendship between two countries render a pre- 
ferential system between them especially advantageous to both of 
them and that the rest of the world ought to permit it. On this 
point, Viner' has rightly observed that the same and also additional 
economic advantages could be attained through a general reduction 
in duties.® Moreover, when two countries are really so closely 
linked economically, an extension of their reciprocal tarifi reduc- 
tions to the rest of the world will have no great significance, since 
third countries will not be able to face the competition of one of 
them in the markets of the other. The fact that two countries 
are, so to speak, economically complementary, means only that the 
nature of their respective resources and therefore of their production 
possibilities, the conditions governing the location of industry, and 
so on, make an intensive exchange of goods between them especially 
favourable since differences in comparative costs between them are 
especially great and, possibly, transport costs between them 
relatively low. The criterion for this is the intensity of their 
mutual tiade relations, provided that these j.re not artificially 
disturbed by interventions, such as differential duties. 

The significance of a reduction in a duty depends fundamentally 
upon the extent to which the import increases, the price falls, and 
the exchange of goods is intensified. From an economic point of 
view it is a matter of complete indifference whether the country 
upon whose imports the duty is reduced is or is not in close 
political or other relations with the counti'y which makes the 


reduction. 

Hence such a closeness of relations is no argument for a pre- 
ferential reduction in duties. But from a tactical standpoint it may 
be more easy to influence public opinion and get a reduction in 


meut to join such oreferentiAl agreeiuents, in order that as many countries as 
poMible might benelit from the original preferential reductions m duties, by the 
inclusion o! Accession or Adhtrenc€ or Equity Clausts in the suggested agree- 
ments. That is to say, in the fint place, that it shall be quite V 

SUtes, who are prepared to grant the same reductions in duties and other aids 
to the exchange of goods as the original contracting parties, to join the 
wr^ments aSd that, in the seconS place, the beneBt of every preferential reduc- 
tion m duties shall be extended automatically to every third State 
a liberal trade policy (such as Free Trade countries) and 
are lower than the reduced duties of the signatory States to the preferential 

*^*^T“ThS' Mo8t Favoured Nation tTaube in AniencHii Commercial Treatu^s,” 
Journal of Political Economy (Feb. 1924J, p. 108. Hnties are irreatlv 

• It Miinot be denied thet meet to SeS 

infinenced by tbe felee Protoctionwt belief »t w an edventoge to 
tariff MqaeMione to aa few countriea aa poaaibie. 
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duties carried through if an appeal is made by suitable propaganda 
to the feeling that there are bonds of unity with the other country 
or countries. We discuss the alleged tactical advantages of prefer- 
ential systems in § 7. 


§ 6. Customs Unions. 

It follows from the foregoing observations upon the economic 
appraisal of preferential duties that, from an economic standpoint 
based upon Free Trade reasoning, complete Customs Unions are to 
be wholeheartedly welcomed; and the same applies, in a lesser 
degiee, to Customs Unions with moderate duties between their 
constituent parts. This is not only for the reason given by Viner,® 
namely, that such Unions are usually recommended only for neigh- 
bouring States, and that a great part of the trade between two 
neighbouring States which comes about when duties between them 
are removed would remain if the tariff walls between them and the 
rest of the world were also removed. No, Customs Unions are 
always to be welcomed, even when they are not between neighbour- 
ing or complementary States. A Customs Union must be especially 
advantageous for small States, since these are particularly injured 
if they exclude one another's goods. We must emphasise that the 
economic advantages of a Customs Union can be proved only by 
exact Free Trade reasoning as to the international division of 
labour and the Theory of Comparative Cost, and not by any refer- 
ence to racial, cultural, and other relations. It follows also that, 
from an economic standpoint — and with the reservations we have 
made earlier — a general removal of duties by the States concluding 
the Customs Union would be better than a removal of duties only 
between themselves, their duties against other countries being 
retained. 

It is an erroneous Frotectionist belief that a Customs Union 
brings with it any advantage which could not be* attained in a 
still fuller measure by a general removal of duties. A Customs 
Union is, of course, equivalent to the case in which duties are 
removed only between the countries forming the Union and not 
between them snd other countries. 

When freedom of trade is linhed with freedom of movement 
of workers and of other factors of production capable of movement, 
this gives rise to special problems, which I cannot here examine. 

The removal of tariff walls between two States givea rise, like 
any reduction of duties, to general Protectionist resistances. But, 


* Indtx (Jmi. 1951), p. II. 



VARIOUS SYSTEMS OF COMMERCTAT. TREATIES 391 


in addition to these, a Customs Union raises a host of very difficult 
political and administrative problems. Two Governments, two 
Parliaments (or one Tariff Parliament with delegates from both 
the States), two groups of interested persons and organisations, 
must agree upon a common Tariff Schedule. When one reflects 
how difficult it often is, even in a unified State, to fix upon a 
tariff, owing to the conflict of wishes and opposition of interests 
of the various parties concerned, and when one remembers what 
a painful process it was to get an agreement between the two halves 
of the old Austria-Hungary, despite the bonds of a common monarch 
and a common army, one is forced to the conclusion that, apart 
from exceptional cases, these problems are practically insoluble. 
Moreover, an agreement must be reached as to the division of 
the customs revenue, as to questions of taxation, and as to measures 
of customs administration. Indeed, modern history presents us 
with one sole example of a successful Customs Union : the German 
Customs Union, leading to the German Reich. And it should be 
noted that the German Customs Union came about in a liberal 
era, when a duty of 20 per cent, valorem was considered high. 
It is very unlikely that such an agreement could be reached peace- 
fully in the present era of extreme Protection. 


S 7. Tactical Considerations upon the Path to Free Trade. 

All far-reaching schemes for a Customs Union to embrace all 
or most of the European States are quite Utopian and fantastic. 
They are completely ruled out by the spirit of T^ationalism and 
Protection which prevails today. But these schemes are not merely 
quite without any present prospect of realisation : this is true also 
of schemes of universal Free Trade and of many other ideals and 
ends, for which, nevertheless, the more high-minded and intelligent 
of mankind have always fought and for which, it is to be hoped, 
they will always continue to fight, despite the discouraging 
prospects. The schemes in question suffer, in my view, from the 
further disability that they contain an inner contradiction. They 
are to be condemned, not because present conditions rule out a 
European Customs Union but because the end which they envisage 
as an ideal is both too limited and at the same time more difficult 
to attain than the final end to which it is subordinate. They 
propose a detour towards an intermediate goal which is harder to 
follow than the direct road towards the final goal. 

To be more precise, there seems no reason why the reduction 
of duties should stop at the frontiers of Europe. From the stand- 
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